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Pros and Cons of Accelerated Depreciation 


By MICHAEL OCHIS 
(New York Office) 


Although the election of acceler- 
ated depreciation for eligible tan- 
gible property, under the liberalized 
provisions in the 1954 Code, has 
now been available for more than 
two years, such provisions are still 
a source of mystery or confusion to 
many taxpayers. Consequently, 
such taxpayers have been backward 
in availing themselves of the bene- 
fits thus provided. This reluctance 
has generally been the result of: 


(1) a misconception that rapid deprecia- 
tion, if used for tax purposes, must be used 
on the books for business accounting, and 
for financial statement purposes; 

(2) a belief that rapid depreciation results 
merely in a temporary deferral of taxes; and 

(3) the widespread confusion which has 
resulted from published articles and com- 
ments which uncritically discussed and illus- 
trated the subject of rapid depreciation as 
applied to item asset accounts, and showed 
little comprehension of the entirely different 
depreciation behavior pattern of the more 
generally used group, classified and com- 
posite asset accounts (hereinafter referred 
to as “group account” or “group accounts’’) 
as the basis for depreciation computations 
and deductions. 


ACCELERATED DEPRECIATION 
METHODS WHICH ARE PER- 
MITTED UNDER THE 1954 CoDE 


Under section 167(b) of the 1954 
Code, taxpayers may elect, for eli- 


gible tangible property, any of the 
following accelerated depreciation 
methods: 


1. Declining balance method using a rate 
not exceeding twice the straight-line rate; 

2. Sum-of-the-years-digits method; 

3. Any other consistent method which, 
during the first two-thirds of the useful life 
of the property, does not result in cumula- 
tive allowances at the end of any year 
greater than would have been accumulated 
had the declining balance method been used. 


These new accelerated deprecia- 
tion methods apply only to tangible 
property with a useful life of 3 or 
more years. They apply only (a) to 
property acquired after December 
31, 1953, the first use of which oc- 
curs after that date and is by the 
taxpayer, and (b) to that portion 
of the basis of property which is 
properly attributable to construc- 
tion, reconstruction or erection after 
1953. The methods do not apply 
to property subject to depreciation 
for any period prior to 1954 regard- 
less of ownership; or to property 
subject to depreciation in the hands 
of a predecessor owner regardless 
of when acquired or constructed, 
unless the predecessor was a distrib- 
utor or transferor corporation under 
Code section 381(c)(6) and was 
entitled to use the rapid method. 
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CHOICE OF ACCELERATED 
DEPRECIATION METHOD 


In selecting the accelerated de- 
preciation method or methods to be 
used, it is necessary to distinguish 
the differences in results as between 
single-item accounts and group ac- 
counts, and the effect of no salvage 
and of a high salvage ratio. Most of 
the published comment has dis- 
cussed and illustrated this general 
subject as if practically all assets 
were depreciated as single-item ac- 
counts, whereas group accounts are 
used for the greater amount of de- 
preciable property. 


A comparison of three deprecia- 
tion methods applied to a single- 
item account with a useful life of 
10 yéars and. no salvage, is shown 
in Table A. (One-half year’s depre- 
ciation in the year acquired has 
been used in all tables herein; also 
no salvage is assumed unless other- 
wise stated.) 


This table shows that the declin- 
ing balance method results in an 
undepreciated balance of 10.871 per 
cent at time of retirement. To the 
extent that the salvage is less than 
this per cent, it represents a delayed 
recovery of asset cost. 


However, this single-item account 
comparison has little meaning in 
respect to group accounts. A com- 
parison of the three depreciation 
methods applied to a group acqui- 
sition in one year, with an average 
life of 10 years and an Iowa type S; 


survivor curve* and no salvage, is 
shown in Table B. 


The declining balance method 
applied to this group acquisition 
illustrated in Table B results in an 
undepreciated balance of only 1.297 
per cent at the end of the life cycle, 
whereas the undepreciated balance 





*Iowa Type Survivor Curves are smoothed 
composites of curves plotted to an age scale 
in per cent of average service life and taken 
from actual industrial retirement experience 
in research undertaken under the auspices 
of Iowa State College Engineering Experi- 
ment Station. They are primarily used as a 
device for smoothing original survivor curves 
and extending stub curves, as an aid in de- 
termining the probable life of single units, 
as a means of checking the adequacy of 
depreciation reserves, or as an aid in obtain- 
ing an adjustment factor in appraisal pro- 
cedure. 

A “stub” curve is an incomplete survivor 
curve which does not extend to zero per 
cent surviving, because of a lack of retire- 
ment data or experience. However, all 
tables herein are based on a complete life 
cycle. 

The basic underlying explanation of the 
method of constructing survivor curves, and 
the development and use of the Iowa type 
survivor curves are in: 

Bulletins of the Iowa Engineering 
Experiment Station, Iowa State Col- 
lege, Ames, Iowa: 

Bulletin No. 125, Statistical 
Analyses of Industrial Property 
Retirements, Robley Winfrey. 

Bulletin No. 155, Depreciation of 
Group Property, Robley Winfrey. 

Also see chapters 7, 8, 9: of Engineering 
Valuation and Depreciation, by Anson 
Marston, Robley Winfrey and Jean C. 


Hempstead, McGraw-Hill Book Company, 
Inc. 
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at the end of the useful life of the 
single-item account in Table A is 
10.871 per cent. 

Also in Table B the declining 
balance method and the sum-of-the- 
years-digits method are both 
applied to the group account there 
illustrated. Although both methods 
recover 100 per cent of the asset 
cost by the time the last component 
is retired (depreciation plus retire- 
ment loss), the cumulative sum-of- 
the-years-digits depreciation ex- 
ceeds the declining balance depre- 
ciation by the third year after 
acquisition. It continues to increase 
to a maximum of 8.085 per cent in 
the eighth year after acquisition, 
and then decreases to zero by the 
year 19, when the last component 
is retired. 

Much has been made of the de- 
sirability of selecting the sum-of- 
the-years-digits method because of 
the large undepreciated balance re- 
sulting from the use of the declining 
balance method. (The single-item 
concept again.) This factor has 
little significance for group accounts. 
However, where salvage is not a 
factor, the sum-of-the-years-digits 
method should be used, not because 
the declining balance method re- 
sults in some undepreciated balance 
(about 1.3 per cent in this group 
acquisition) but because it recovers 
more depreciation sooner than the 
declining balance method and there- 
by increases the benefits the tax- 
payer derives from the deferral of 
taxes (discussed hereinafter). 


The most important factor in the 
selection of the accelerated depreci- 
ation method is the salvage ratio. 
Although the regulations provide 
(Sec. 1.167(a)-1) that in no event 
shall an asset (or an account) be 
depreciated below a reasonable sal- 
vage value, salvage is not taken 
into account in determining the an- 
nual allowances under the declining 
balance method (except‘to the ex- 
tent of realized salvage in group 
accounts). But salvage must be 
taken into account either in the 
basis or the depreciation rate for 
all other methods of depreciation. 

Assets or accounts with negligible 
salvage (characteristic of assets of 
many process industries) should be 
depreciated by the sum-of-the- 
years-digits method. Conversely, 
assets or accounts, where disposals 
with substantial remaining utility 
result in high salvage (characteristic 
of high tolerance industries such as 
the manufacture of automobiles, 
aviation engines, etc.) should be de- 
preciated by the declining balance 
method. The advantages with re- 
spect to item accounts are apparent 
in Table C. 

Table C compared with Table A, 
highlights the importance on a 
single-item account of a high sal- 
vage ratio and the rapid depreci- 
ation method selected. In Table A, 
the sum-of-the-years-digits method 
results in a steadily increasing excess 
of depreciation over the declining 
balance method until the maximum 
of 11.463 per cent is reached in the 
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eighth year after acquisition. In 
Table C, the same method results 
in a substantial deficit of depreci- 
ation under the declining balance 
method; it quickly reaches a maxi- 
mum deficit of 9.556 per cent in 
the third year after acquisition; and 
then decreases slowly to the seventh 
year after acquisition. The use of 
the sum-of-the-years-digits method 
in this instance would result in a 
tax penalty instead of a tax benefit. 

The results of this item compari- 
son of the effect of a high salvage 
ratio has little or no significance 
with respect to group accounts. 
This salvage factor is another area 
that has been thoroughly muddied 
by the hitherto prevalent applica- 
tion to it of “item” psychology. 
The salvage for a single-item is re- 
covered at the termination of the 
asset’s usefulness, and under the 
declining balance method it is not 
taken into account in determining 
the annual depreciation allowances. 

In a group account the salvage 
does not arise at the termination of 
the account, but is realized as the 
components are retired throughout 
the life of the account. The realized 
salvage is not at a uniform rate but 
may vary greatly for the retired 
components of the account. If the 
salvage is credited to the reserve, it 
is immediately taken directly into 
account in determining annual de- 
preciation allowances; if salvage is 
not credited to the reserve, but gain 
or loss is recognized on the retire- 
ment (e.g., on a sale), then the sal- 


vage is taken into account indirectly 
by the elimination of the undepre- 
ciated balance of the retired com- 
ponent from the depreciation basis 
and the recognition of gain or loss 
in computing the taxable income. 
If the account is comprised of 
similar assets with closely similar 
risk exposures resulting in very sim- 
ilar useful lives, with the bulk of 
the retirements occurring within a 
narrow range at about the average 
life, it is a homogeneous account. 
Such an account will have an Iowa 
type survivor curve of high sub- 
script number, such as Ss, La, Rs, 
etc., and the use of the declining 
balance method when the salvage 
ratio is high will be advantageous. 
However, if the account is a mix- 
ture of similar or dissimilar assets 
with widely varying risk exposures 
resulting in great retirement disper- 
sion, it is a heterogeneous account. 
Such an account will have an Iowa 
type survivor curve of Jow subscript 
number, such as So, S:, Se, Li, Ri, 
etc., and whether or not it is advan- 
tageous to use the declining balance 
method depends upon when the sal- 
vage is realized in relation to the 
life cycle of the acquisitions. If high 
salvage due to remaining utility is 
realized by the disposals in the 
early part of the normal life cycle 
of the account’s acquisitions, it is 
questionable if any significant ad- 
vantage would accrue from the use 
of the declining balance method. 
Generally, the sum-of-the-years- 
digits method should be used where 
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the retirements will realize little or 
no salvage. If the salvage ratio is 
appreciably above 10 per cent for 
single-item accounts and above 6 
or 7 per cent for group accounts, 
the declining balance method should 
be used. 


SuM-OF-THE- YEARS-DIGITS 
METHOD 


Like straight-line depreciation, 
but unlike declining balance depre- 
ciation, estimated salvage value 
must be taken into account in com- 
puting depreciation by the sum-of- 
the-years-digits method. This is 
accomplished, for the sum-of-the- 
years-digits method, by reducing 
the cost or other basis of the prop- 
erty by the estimated salvage value, 
to arrive at the depreciable base. 

Separate Account for Each Year's 
Acquisitions v. One Continuing Ac- 
count.—The remaining life plan as 
set forth in the regulations (Sec. 
1.167(b)-3(a)(2)) for application to 
item asset accounts may also be 
applied to group, classified and com- 
posite accounts (Regs. Sec. 1.167(b)- 
3(b)(2)). It may be so applied 
either to each year’s acquisitions in 
an asset category treated as sepa- 
rate accounts, or to the entire asset 
classification as one continuing ac- 
count. However, depreciation com- 
puted on one continuing account is, 
ordinarily, greater than the aggre- 
gate of the depreciation computed 
on each year’s acquisitions. This is 
illustrated by Table D. For the 
purpose of the illustration, it is as- 


sumed that the annual acquisitions 
in the group account are $100,000, 
that the average depreciable life is 
ten years, and that the account has 
an Iowa type S: survivor curve. 

In Table D the depreciation com- 
puted on one continuing account is 
compared with the aggregate of the 
depreciation computed on each 
year’s acquisitions as separate ac- 
counts, for each of the first 19 years 
of the group account. The com- 
parison is also projected, cumula- 
tively, to 40 years. 

The table shows that annual de- 
preciation computed on the one 
continuing account increases yearly 
until it reaches a peak of $104,988 
in the 13th year. Thereafter, it ta- 
pers off until it recedes to the stabil- 
ized level of $100,000 in the 39th 
year. The annual aggregate of de- 
preciation computed on the separate 
yearly acquisitions also increases 
annually in the earlier years, but, 
in comparison, does not reach its 
peak, which is only $100,000, until 
the 16th year, at which amount it 
thereafter becomes stabilized. 

The comparison shows that, over 
the first 19 years, the accumulated 
depreciation reserve and the aggre- 
gate annual depreciation deductions 
on the group account treated as one 
continuing account, exceed the cor- 
responding totals for the aggregated 
separate annual acquisitions by 
$55,316 ($58,064 over the 40-year 
period). The cumulative deferred 
taxes shown as $27,658 at the end 
of the 19th year ($29,032 at the 
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end of 40 years) are in addition to 
the cumulative deferred taxes shown 
on Table F, where a comparison is 
made of the aggregate of the de- 
preciation, over the same 19-year 
period for the same group account, 
by thesum-of-the-years-digits meth- 
od applied to annual acquisitions 
on the separate accounts basis, and 
depreciation computed by the 
straight-line method. Thus, com- 
puting the depreciation on the con- 
tinuing account increases the total 
of the continuing tax deferred by 
almost 30 per cent. 


DECLINING BALANCE METHOD 


Under the declining balance meth- 
od, depreciation at a uniform annual 
rate is applied to the declining bal- 
ance of the asset cost or other basis. 
The declining balance is the cost or 
other basis of the property reduced 
by depreciation allowed or allowable 
to the beginning of the taxable year, 
and increased or reduced by the 
other adjustments prescribed by the 
Code. Estimated salvage value is 
not taken into account in determin- 
ing either the depreciation base or 
the depreciation rate. 

Separate Account for Each Year's 
Acquisitions v. One Continuing Ac- 
count.—The declining balance meth- 
od is applicable to group, classified 
and composite accounts. It may be 
so applied either to each year’s ac- 
quisitions in an asset category treat- 
ed as separate accounts, or to the 
classification as one continuing 
account. 


The regulations (T.D. 6182, Pub- 
lication 311) state: 


Sec. 1.167(b)-2 DECLINING BALANCE 
METHOD.—(b) Jilustrations.—. . . Example 
(2) . . . Where separate depreciation ac- 
counts are maintained by year of acquisition 
and there is an unrecovered balance at the 
time of the last retirement, such unrecovered 
balance may be deducted as part of the 
depreciation allowance for the year of such 
retirement... 


The primary reason for using the 
declining balance method instead of 
the sum-of-the-years-digits method 
of depreciation is the existence of 
an appreciable salvage ratio. If the 
realized salvage is credited to the 
depreciation reserve, then it would 
be the exceptional acquisition year 
that would not be fully depreciated 
before the last retirement there- 
from. Thus, the maintenance of 
separate depreciation accounts in 
order to charge off the supposedly 
unrecovered balance when the last 
item is retired would serve no 
purpose. 


However, there is one situation 
wherein the computation of declin- 
ing balance depreciation for each 
acquisition year as an account has 
been considered advantageous in 
some quarters. This is where there 
is a change from the declining bal- 
ance method to straight-line depre- 
ciation. The regulations state: 


Sec. 1.167(e)-1 CHANGE IN METHOD.— 
(b) Declining balance to straight line.—. . . 
With respect to any account, this change 
will be permitted only if applied to all the 
assets in the account as defined in Sec. 1.167 
(a)-7... 
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Thus, if a depreciable category 
or classification is depreciated as a 
single continuing account, the whole 
account must be changed to the 
straight-line method. However, if 
each year’s acquisitions are depre- 
ciated as separate accounts, then 
only the years desired to be changed 
need be changed. 


This is an area, with respect to 
group accounts, that has been thor- 
oughly confused by single-item de- 
preciation psychology. Thus, an 
item with an estimated 10-year life 
may be depreciated for 6 years by 
the declining balance method, and 
then, at the beginning of the 7th 
year, changed to straight-line de- 
preciation for the remaining 4 years. 


On the basis of knowledge at the 
time of the change-over, the 4-year 
remaining life may be supportable, 
or it may be unrealistic and require 
revision; but there is no built-in 
factor or mathematical axiom that 
calls for automatically lengthening 
the remaining life. 


However, consider a year’s group 
acquisition with an average life of 
10 years, which average life means 
a mixture of assets with component 
lives, shorter or longer, than the 
10-year average. Consider, for ex- 
ample, the group account in Table 
E. The components possess useful 
lives of from 1 to 19 years. If such 
account is transferred to straight- 
line depreciation at the beginning 
of the 7th year of life, all the com- 
ponents with lives of less than 7 


years will have already been retired, 
so that the remaining life of the 
transferred items must of necessity 
be longer than the remaining 4 
years of the average life. In Table 
E, about 20.5 per cent of the group 
acquisitions had already been re- 
tired by the end of the sixth year. 
Moreover, the primary reason for 
using the declining balance method 
is the existence of a high salvage 
ratio. 


The regulations provide that: 


Sec. 1.167(e)-1 CHANGE IN METHOD.— 
(b) Declining balance to straight line.—. . . 
When the change is made, the unrecovered 
cost or other basis (less a reasonable esti- 
mate for salvage) shall be recovered through 
annual allowances over the estimated re- 
maining useful life determined in accordance 
with the circumstances existing at the time. 


The recognition of a reasonable 
salvage as a reduction of the basis 
at the time of change-over and the 
spread of the decreased basis over 
a probably lengthened remaining 
life, effectively vitiates the benefits 
expected to be realized from such 
change-over. 


Consequently, for large group ac- 
counts, the advantages to be derived 
by treating each year’s acquisitions 
as an account are largely nebulous. 


There is an important disadvan- 
tage. The regulations provide: 


Sec. 1.167(b)-2 DECLINING BALANCE 
METHOD.—(a) Application of method.—. . . 
While salvage is not taken into account in 
determining the annual allowances under 
this method, im no event shall an asset (or an 
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account) be depreciated below a reasonable 
saloage value... (Italics supplied.) 

If depreciation for an asset classi- 
fication is computed on each year’s 
acquisitions as a separate account, 
it is readily apparent when the esti- 
mated salvage value is reached. 
However, if instead of depreciating 
each year’s acquisitions as a sepa- 
rate account, all years are depre- 
ciated as one continuing account, 
then it is not feasible to determine 
when the salvage value is reached, 
except on the basis of the entire 
account. The regulations provide 
and illustrate depreciation by means 
of a continuing account. Whether 
a taxpayer will realize benefits from 
depreciation of a continuing account 
depends on the type of survivor 
curve and in what stage of the life 
cycle the large salvage is realized. 


UsE OF ACCELERATED DEPRECI- 
ATION METHOD FOR TAX PUR- 
POSES DoES NoT DEPEND UPON 
UsE OF SAME METHOD FOR 
OTHER PURPOSES 


The use of rapid depreciation for 
book and financial statement pur- 
poses generally has a depressive ef- 
fect on the per share earnings of a 
corporation as compared with re- 
sults where straight-line deprecia- 
tion is used. The depressive effect 
becomes cumulatively heavier as 
each year’s acquisitions of new de- 
preciable assets are subjected to the 
rapid treatment, although, after the 
first few years, it proceeds at a 
slower pace. 


Taxpayers may therefore reject 
rapid depreciation for book and 
statement purposes, because of this 
adverse effect on earnings. But 
many taxpayers mistakenly believe 
that if rapid depreciation is not 
used for book and statement pur- 
poses, it cannot be elected for tax 
purposes. 


This misconception may have 
arisen from certain language in the 
regulations under the 1954 Code, 
as first proposed (Sec. 1.167(a)-1(c) 
(2)). However, such language is 
identical with the language in the 
corresponding provision of the regu- 
lations under the 1939 Code (Regs. 
118, Sec. 39.23(1)-9) under which it 
has specifically been held that the 
bases, methods, rates and amounts, 
used for tax depreciation need not 
agree with those used for book 
depreciation. 


The language in the regulations 
under the 1954 Code as finally 
adopted (Sec. 1.167(a)-7(c)), which 
has been substituted for the lan- 
guage in the regulation as first pro- 
posed, dispels any remaining doubt 
that uniformity is not required. It 
reads as follows: 


. In the event that reserves for book 
purposes do not correspond with reserves 
maintained for tax purposes, permanent 
auxiliary records shall be maintained with 
the regular books of account reconciling the 
differences in depreciation for tax and book 
purposes because of different methods of de- 
preciation, basis, rates, salvage, or other 
factors. (Italics supplied.) 
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UsE oF ACCELERATED METHOD FOR 
Book AS WELL AS TAX PUR- 
POSES DOES NoT AFFECT TAX 
BENEFITS RESULTING FROM 
UsE OF METHOD 


It should be clearly understood 
that, although the use for book pur- 
poses as well as for tax purposes, 
of an accelerated method of depre- 
ciation generally results in a depres- 
sion of the per share earnings of a 
corporation as compared with the 
use of straight-line depreciation, the 
tax benefits resulting from the use 
of the rapid method are not affected. 
Thus, the corporation has the use 
of the money which would other- 
wise be paid in taxes on larger tax- 
able income. If the taxpayer’s 
pattern of projected annual acqui- 
sitions of depreciable property is 
not on a diminishing scale, there 
will be a continuing deferment of 
tax payments. 


DEFERRAL OF TAX, PER SE, CAN 
BE IMPORTANT 

Some taxpayers see no particular 
advantages in electing rapid depre- 
ciation; they consider it to be no 
more than a temporary deferral of 
tax payment to some later date. 
Many are concerned with the pos- 
sibility of the deferred payment be- 
ing made at higher tax rates. These 
taxpayers fail to appreciate that the 
“passage of time’ is the most im- 
portant element in this combination. 

Even if it be only a deferral of 
tax, such deferral may be very ad- 
vantageous. A taxpayer who 


finances part of its operations by 
loans or bonds can save the average 
cost of such financing for each dollar 
of tax deferred, for each year the tax 
is deferred. The cash retained as 
the result of the tax deferral is, in 
effect, an “interest-free” loan. 

For example, Table E sets forth 
this aspect of an assumed group 
acquisition in one year of $100,000, 
with an average life of 10-years and 
and Iowa type S; survivor curve. 
The cumulative cash, retained as an 
“interest-free” loan because of the 
tax deferral, increases to a peak of 
$11,576 by the fifth year after ac- 
quisition and then decreases, as the 
deferred tax is paid, until the last 
payment of $12 in year 19. (The 
sum-of-the-years-digits depreciation 
has been computed by the remain- 
ing life plan set forth in Sec. 
1.167(b)-3(b) (2) of the regulations. 
Note that this method recovers the 
last $4 of the total $100,000 depre- 
ciation in the 17th year after acqui- 
sition whereas the straight-line 
method recovers the last $24 of de- 
preciation when the last component 
is retired in the 19th year after 
acquisition.) 

The higher tax rates, if any, on 
future payment of deferred tax must 
be measured against the number of 
years of interest-free use of the de- 
ferred tax. In other words, a dollar 
of tax deferred now must be com- 
pared with the present value of a 
tax liability years hence. The im- 
portance of the time element is 
indicated by the following: 
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Present Value of Future Liability 


At Annual Financing Cost of 





Liability 
Payable 
“N” Years 

in Future 3 Pet. 
ee eee 0.7440 9391 
: 0.6418 6195 
aries eat alan ote 0.5536 7575 
EEE EN See ere 0.4776 0557 
(a er 0.4119 8676 
MR sah et Rane 0.3065 5684 
50... 0.2281 0708 


The amount of saving depends 
on the type of mortality or sur- 
vivor curve and the depreciable 
life. The longer the depreciable life, 
the greater the benefits derived. 
Such benefits are measured by the 
average financing cost (interest plus 
servicing cost) and not by the tax- 
payer’s earnings rate, unless the de- 
ferred tax does not replace otherwise 
borrowed or borrowable funds, but 
provides needed or usable funds not 
otherwise obtainable. It should also 
be recognized that the financing cost 
eliminated by tax deferral is ac- 
companied by the elimination of an 
expense deduction from taxable 
income. 


If enough time elapses between 
the tax deferral and the future li- 
abilities, no loss may result even 
with tax rates as high as the World 
War II income and excess profits 
taxes. This condition may exist 
when large asset acquisitions are 
concentrated in a peak over a few 
years, followed by a long period of 
a substantially lower amount of ac- 
quisitions, and thus future payment 
of tax previously deferred because 
of the peak acquisitions may result. 


4 Pet. 5 Pet. 
0.6755 6417 0.6139 1325 
0.5552 6450 0.4810 1710 
0.4563 8695 0.3768 8948 
0.3751 1680 0.2953 0277 
0.3083 1867 0.2313 7745 
0.2082 8904 0.1420 4568 
0.1407 1262 0.0872 0373 


CONTINUING DEFERMENT OF TAXES 


Where the age and functional 
distribution of the taxpayer’s exist- 
ing plant is such that substantial 
expenditures into the foreseeable 
future will be necessary for facilities 
to replace future retirements, there 
will be a continuing deferment of 
tax payments. This is so even if each 
retirement is replaced by equal cost 
of additions. 

However, the amount of taxes 
deferred can be expected to increase, 
as each dollar of retired assets will 
in all likelihood engender more than 
one dollar of additions. This is be- 
cause of (a) increased price levels, 
and (b) the continual improvement 
of production technology which is 
generally reflected in replacements 
of existing equipment and manpower 
by more or larger equipment with 
less manpower. 

In Table E, the deferred tax is 
subsequently paid because only a 
single year’s acquisition is depicted. 
However, a going concern would 
have more or less continual addi- 
tions. In Table F, it is assumed 
that group acquisitions of $100,000 
are made each year, and that each 
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year’s acquisitions have an average 
life of 10 years and an Iowa type 
S; survivor curve, the same as in 
Table E. 

The sum-of-the-years-digits de- 
preciation has been computed on 
each year’s acquisitions as a sepa- 
rate account and then aggregated 
for inclusion in this table. 

It will be noted from Table F 
that the yearly excess of sum-of- 
the-years-digits over straight-line 
depreciation reaches its maximum 
in year 5 and then decreases to zero 
in year 19, but that the cumulative 
depreciation, and the cumulative 
deferred tax (at assumed 50 per cent 
tax rate) continue to increase, al- 
though at a decreasing rate, until 
year 18, when the status is stabil- 
ized at a tax deferral of $103,511. 
Thus, if annual acquisitions con- 
tinue at not less than an annual 
average of $100,000, there would be 
a continuing deferment of $103,511 
of tax payments. 

In the above comparisons the 
straight-line depreciation has been 
computed by the composite rate 
method, because it is required by 
the Treasury remaining life plan for 
the application of the sum-of-the- 
years-digits method to group ac- 
counts. This straight-line depreci- 
ation method is used generally by 
some large fields of business activi- 
ties and by numerous large indus- 
trial companies. The above con- 
tinuing deferment of tax is a larger 
amount than would be the case if 
the straight-line depreciation is com- 


puted by a “‘lapse schedule’ method, 
wherein each year’s acquisitions are 
fully depreciated by the end of the 
average life (instead of service life), 
at which point approximately one- 
half of the year’s acquisitions, al- 
though fully depreciated, are still 
in use with varying years of remain- 
ing utility. On this straight-line 
method the continuing tax deferral 
for this same asset group: would be 
$65,776, plus an additional $29,032 
by use of the continuing account 
computation, or a total of $94,808; 
as compared with $103,511 and 
$132,543 respectively. With respect 
to the declining balance method, 
the amount of continuing tax de- 
ferral would depend upon how the 
salvage is realized over the life 
cycle, but such deferral probably 
would not exceed $50,000-$60,000. 


PARTICULAR CIRCUMSTANCES OF 
TAXPAYER MAY MAKE 
ACCELERATED DEPRECIATION 
DISADVANTAGEOUS OR 
UNATTRACTIVE 


Taxpayers with surplus cash and 
no borrowing generally have not 
been interested in obtaining more 
cash. However, the higher interest 
rates now obtainable on surplus 
funds may change this attitude. 

One taxpayer on the invested 
capital basis for excess profits tax 
recomputed for prior war or national 
emergency periods and found that 
the use of accelerated depreciation 
would have proven a very expensive 
experience, because of the nature of 
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the business, the timing of acquisi- 
tions, etc. 

On the other hand, if a contingent 
or more imminent obsolescence 
factor of real significance overhangs 
the taxpayer, rapid depreciation 
should be elected on everything 
possible. 


SHORT-LIFE ASSETS SUBJECT TO 
ACCELERATED DEPRECIATION 
May BE TAX-EXPENSIVE IN 
NATIONAL EMERGENCY PERIOD 


A substantial portion of the fixed 
assets of some business activities 
are very short-lived assets that in 
an emergency period would not be 
replaceable with new facilities (as 
not essential to defense or war 
needs). In deciding on election of 
accelerated depreciation, considera- 
tion should be given to the possibil- 
ity of an emergency period occurring 
within a few years after electing 
accelerated depreciation. 

An emergency period with excess 
profits taxes would penalize such a 
taxpayer by (1) the decrease in the 
base period earnings and thus a 
reduction of its excess profits credit; 
and (2) the smaller amount of depre- 
ciation allowable during the follow- 
ing excess profits tax years because 
no additions would mean no new 


accelerated depreciation. Thus, the 
only depreciation allowable would 
be the decreasing amount of the 
later years of the accelerated depre- 
ciation method on assets on hand 
at the beginning of the emergency 
period. 

For example, Table G sets forth 
the effects on a continuing account 
with additions of $100,000 each 
year for the first 4 years, with an 
average life of 4 years and an Iowa 
type S: survivor curve. This table 
shows that, as compared with 
straight-line depreciation, the base 
period earnings would be decreased 
for the 4 years preceding the emer- 
gency by $65,762 ($58,262 for the 
preceding 3 years); the extra depre- 
ciation deduction for the first excess 
profits tax year would amount to 
only $4,427; and thereafter the 
depreciation deduction would be 
short of the straight-line deprecia- 
tion by very substantial amounts. If 
the emergency continued for more 
than 2 or 3 years, it would cost the 
taxpayer more than the benefits 
theretofore derived from the tax 
deferral. The benefits would have 
to be derived for a long period of 
years before the occurrence of an 
emergency period to be able to 
cushion its impact ifof long duration. 
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TABLE A 


COMPARISON OF ANNUAL AND CUMULATIVE DEPRECIATION COMPUTED BY STRAIGHT-LINE 


METHOD, DECLINING BALANCE METHOD (AT 200 PcT. OF STRAIGHT-LINE RATE) AND SUM- 


OF-THE-YEARS-DIGITS METHOD ON A SINGLE-ITEM ACCOUNT, WITH A USEFUL LIFE OF 
10 YEARS, AND No SALVAGE (PROPERTY Basis: 100) 











Straight-Line Declining Balance 
Method Method 
Sum-of-the- Years- Cumulative 
Rate—10% Rate—20% Digits Method SYD over 
(under) DB 
Cumu- Cumu- Cumu- Depre- 
fear Annual lative Annual lative Annual lative ciation 
0 5. > 10. 10. 9,090 9.090 (.910) 
1 10. 14 18. 28. 17.273 26.363 (1.637) 
2 10. 25. 14.4 42.4 15.456 41.819 (.581) 
3 10. 35. 11.52 53.92 13.636 55.455 1.535 
4 10. 45. 9.216 63.136 11.818 67.273 4.137 
5 10. 55. 7.373 70.509 10. 71273 6.764 
6 10. 65. 5.898 76.407 8.182 85.455 9.048 
7 10. 18. 4.719 81.126 6.364 91.819 10.693 
8 10. 85. 3.773 84.901 4.545 96.364 11.463 
9 10. 95. 3.020 87.921 2.727 99.091 11.170 
0 5. 100. 1.208(A) 89.129 909 100. 10.871 





(A) One-half year’s depreciation in the year retired. 
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TABLE B 


(PROPERTY BAsiIs: 100) 


















COMPARISON OF ANNUAL AND CUMULATIVE DEPRECIATION COMPUTED BY STRAIGHT-LINE 
METHOD, DECLINING BALANCE METHOD (AT 200 PCT. OF STRAIGHT-LINE RATE) AND 
SUM-OF-THE- YEARS-DIGITS METHOD ON A GROUP ACQUISITION IN ONE YEAR, WITH AN 
AVERAGE LIFE OF 10 YEARS AND AN IOWA TYPE Si: SURVIVOR CURVE, AND NO SALVAGE 
































the Regulations. 
(B) Undepreciated balance when last component is retired. 


the retirement column of Table E. 


Straight-Line Declining Balance 
Method Method 
Sum-of-ihe- Years- Cumulative 
Rate—10% Rate—20% Digits Method (A) SYD over 
(under) DB 
Cumu- Cumu- Cumu- Depre- 
Year Annual lative Annual lative Annual lative ciation 
0 5. 3. 10. 10. 9.090 9.090 (.910) 
1 9.976 14.976 18. 28. 17.273 26.363 (1.637) 
2 9.882 24.858 14.400 42.4 15.456 41.819 (.581) 
3 9.678 34.536 11.520 53.920 13.335 55.154 1.234 
4 9.344 43.880 9.216 63.136 11.333 66.487 3.351 
5 8.876 52.75 7.373 70.509 9.421 75.908 5.399 
6 8.277 61.033 5.898 76.407 7.363 83.271 6.864 
YJ 7.567° 68.600 4.719 81.126 5.653 88.924 7.798 
8 6.764 75.364 3.775 84.901 4.062 92.986 8.085 
9 5.898 81.262 3.020 87.921 2.850 95.836 7.915 
10 5.000 86.262 2.416 90.337 1.863 97.699 7.362 
11 4.102 90.364 1.933 92.270 1.151 98.850 6.580 
12 3.236 93.600 1.546 93.816 623 99.473 5.657 
13 2.433 96.033 1.237 95.053 311 99.784 4.731 
14 1.723 97.756 .989 96.042 147 99.931 3.889 
15 1.124 98.880 792 96.834 .050 = =99.981 3.147 
16 .656 99.536 .633 97.467 015 99.996 2.529 
17 322 99.858 .507 97.974 .004 100. 2.026 
18 118 99.976 405 98.379 1.621 
19 .024 100. 324 
1.297(B) - 


(A) Computed by the remaining life plan as set forth in Sec. 1.167(b)-3(b)(2) of 


Note: The retirement pattern of this group acquisition is the same as that shown in 
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Straight-Line 


TABLE C 


Declining Balance 











COMPARISON OF ANNUAL AND CUMULATIVE DEPRECIATION COMPUTED BY STRAIGHT-LINE 
METHOD, DECLINING BALANCE METHOD (AT 200 PcT. OF STRAIGHT-LINE RATE) AND 
SUM-OF-THE-YEARS-DIGITS METHOD ON A SINGLE-ITEM ACCOUNT WITH A USEFUL LIFE 

OF 10 YEARS AND 20 PcT. SALVAGE (PROPERTY BAsIS: 100) 
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(A) Remaining balance in excess of salvage value. 





Method Method 
Sum-of-the- Y ears- Cumulative 
Rate—10% Rate—20% Digits Method SYD over 
(under) DB 
Cumu- Cumu- Cumu- Depre- 
lative Annual lative Annual lative ciation 
4, 10. 10. 1.2%3 late (2.727) 
iz. 18. 28. 13.818 21.091 (6.909) 
20. 14.4 42.4 12.364 33.455 (8.945) 
28. 11.52 53.92 10.909 44.364 (9.556) 
36. 9,216 63.136 9.454 53.818 (9.318) 
8. 44, 7.373 70.509 8.000 61.818 (8.691) 
8. 52. 5.898 76.407 6.546 68.364 (8.043) 
8. 60. 3.593(A) 80. 5.091 73.455 (6.545) 
8. 68. 3.636 77.091 (2.909) 
8. 76. 2.182 79.27 (.727) 
4, 80. 27 ~—s«880. 
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TABLE D 


COMPARISON OF DEPRECIATION COMPUTED BY THE TREASURY REMAINING LIFE PLAN FOR 
THE SUM-OF-THE- YEARS-DIGITS METHOD ON GROUP ACCOUNT WITH YEARLY ACQUISITIONS 
or $100,000, WITH AVERAGE LIFE OF 10 YEARS AND AN IOWA TYPE S: SURVIVOR CURVE; 
DEPRECIATION ON EACH YEAR’S ACQUISITIONS AS SEPARATE ACCOUNTS AND RESULTS 
AGGREGATED vs. ALL ACQUISITIONS AS ONE CONTINUING ACCOUNT; AND CUMULATIVE 


DEFERRED TAX AT ASSUMED 50 Pct. TAX RATE 








Depreciation 
Continuing Account 

Aggregate All Over Aggregate of Cumulative 

of Each Acquisitions Each Year's Deferred 

Retire- Year’s as Acquisitions as Tax at 

ments Acquisitions One Separate Accounts Assumed 

During as Separate Continuing 50 Per 
Year Accounts Account Annual Cumulative Cent Rate 








$ 9,090 $ 9,090 
480 26,363 26,363 


1,890 41,819 41,999 $ 180 $ 1830 $ 9 
4,550 55,154 55,313 159 339 170 
8,560 66,487 67,053 566 905 453 
13,930 75,908 77,141 =1,233 2,138 1,069 
20,520 83,271 85,715 2,444 4,582 2,291 
28,150 88,924 92,241 3,317 7,899 3,950 
36,570 92,986 97,294 4,308 12,207 6,104 
45,470 95,836 100,176 4,340 16,547 8,274 
54,530 97,699 102,564 4,865 21,412 10,706 
63,430 98,850 104,600 5,750 27,162 13,581 
71,850 99,473 104,791 5,318 32,480 16,240 
79,480 99,784 104,988 5,204 37,684 18,842 
86,070 99,931 104,720 4,789 42,473 21,237 
91,440 99,981 104,561 4,580 47,053 23,527 
95,450 99,996 103,225 3,229 50,282 25,141 
98,110 100,000 102,281 2,281 52,563 26,282 
99,520 100,000 101,613 1,613 54,176 27,088 
100,000 100,000 101,140 1,140 55,316 27,658 
1,900,000 1,900,000 1,902,747 2,747(A) 58,063 29,032 
100,000 100,000 100,001 1 58,064 29,032 
100,000 100,000 100,000 58,064 29,032 





$3,731,552 $3,789,616 





(A) Total of amounts computed for each individual year. 


Note: If a decimal point is visualized in place of the comma between the thousands 
and hundreds figure columns above, these amounts (and those in the follow- 


ing tables) may be read as percentages of 100. 
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TABLE E 


COMPARISON OF DEPRECIATION COMPUTED BY STRAIGHT-LINE METHOD AND SUM-OF-THE 


YEARS-DIGITS METHOD ON GROUP ACQUISITIONS OF $100,000 IN ONE YEAR WITH AVERAGE 
LIFE OF 10 YEARS AND AN IOWA TYPE S: SURVIVOR CURVE; AND CUMULATIVE DEFERRED 


Boreas 


} 
; 
) 19 
- 
: 





Tax AT ASSUMED 50 Pct. RATE 














$100,000 





Depreciation 
’ Cumulative 
Sum- Sum-of-the-Years-Digits Deferred 
of-the- Over (Under) Tax at 
Retirements Straight- Years- Straight-Line Depreciation Assumed 
During Line Digits 50 Pet. 
Year Method Method Annual Cumulative Rate 
$ 5,000 $ 9,090 $ 4,090 $ 4,090 $ 2,045 
$ 480 9,976 17,273 7,297 11,387 5,694 
1,410 9,882 15,456 5,574 16,961 8,481 
2,660 9,678 13,335 3,657 20,618 10,309 
4,010 9,344 11,333 1,989 22,607 11,304 
5,370 8,876 9,421 545 23,152 11,576 
6,590 8,277 7,363 (914) 22,238 11,119 
7,630 7,567 5,653 (1,914) 20,324 10,162 
8,420 6,764 4,062 (2,702) 17,622 8,811 
8,900 5,898 2,850 (3,048) 14,574 7,287 
9,060 5,000 1,863 (3,137) 11,437 5,719 
8,900 4,102 1,151 (2,951) 8,486 4,243 
8,420 3,236 623 (2,613) 5,873 2,937 
7,630 2,433 311 (2,122) 3,751 1,876 
6,590 1,723 147 (1,576) 2,175 1,088 
5,370 1,124 50 (1,074) 1,101 551 
4,010 656 15 (641) 460 230 
2,660 322 4 (318) 142 Ti 
1,410 118 (118) 24 12 
480 24 (24) — 
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TABLE F 


COMPARISON OF DEPRECIATION COMPUTED BY THE STRAIGHT-LINE METHOD AND SUM-OF- 
THE-YEARS-DIGITS METHOD ON GROUP ACCOUNT WITH YEARLY ACQUISITIONS OF $100,000 
WITH AVERAGE LiFE OF 10 YEARS AND AN IOWA TYPE S; SURVIVOR CURVE; AND 
CUMULATIVE DEFERRED TAX AT ASSUMED 50 Pct. TAX RATE 











Depreciation 
Cumulative 
Sum- Sum-of-the-Years-Digits Deferred 
of-the- Over (Under) Tax at 
Retirements Straight- Years- Straight-Line Depreciation Assumed 
During Line Digits 50 Pet. 
Year Method Method Annual Cumulative Rate 
$ 5,000 $ 9,090 $ 4,090 $ 4,090 $ 2,045 
$ 480 14,976 26,363 11,387 15,477 7,739 
1,890 24,858 41,819 16,961 32,438 16,219 
4,550 34,536 55,154 20,618 53,056 26,528 
8,560 43,880 66,487 22,607 75,663 37,832 
13,930 52,756 75,908 23,152 98,815 49,408 
20,520 61,033 83,271 22,238 121,053 60,527 
28,150 68,600 88,924 20,324 141,377 70,689 
36,570 75,364 92,986 17,622 158,999 79,500 
45,470 81,262 95,836 14,574 173,573 86,787 
54,530 86,262 97,699 11,437 185,010 92,505 
63,430 90,364 98,850 8,486 193,496 96,748 
71,850 93,600 99,473 5,873 199,369 99,685 
79,480 96,033 99,784 3,751 203,120 101,560 
86,070 97,756 99,931 2,175 205,295 102,648 
91,440 98,880 99,981 1,101 206,396 103,198 
95,450 99,536 99,996 460 206,856 103,428 
98,110 99,858 100,000 142 206,998 103,499 
99,520 99,976 100,000 24 207,022 103,511 
100,000 100,000 100,000 207,022 103,511 





$1,424,530 $1,631,552 





Note: The sum-of-the-years-digits depreciation is the aggregate of the deprecia- 





tion computed on each year’s acquisitions as separate accounts. 
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TABLE G 


COMPARISON OF ANNUAL AND CUMULATIVE DEPRECIATION COMPUTED BY STRAIGHT-LINE 

METHOD AND SUM-OF-THE-YEARS-DIGITS METHOD ON GROUP ACCOUNT WITH ANNUAL 

ADDITIONS OF $100,000 FOR 4 YEARS; WITH AVERAGE LIFE OF 4 YEARS, AND AN IOWA 
TYPE S; SURVIVOR CURVE 


Depreciation 





Sum-of- 
the- Years-Digits 
Over (Under) 
Straight-Line 











Retirements Straight- Sum-of-ihe Depreciation 
During Line Years-Digits 

Year Additions Year Method Method Annual Cumulative 
Ge... $100,000 $ 12,500 $ 20,000 $ 7,500 $ 7,500 
| 100,000 $ 5,470 36,816 55,000 18,184 25,684 
Me Seis 100,000 18,800 58,783 80,550 21,767 47,451 
eee 100,000 38,770 76,586 94,897 18,311 65,762 
Ree noe 61,230 76,586 81,013 4,427 70,189 
eae 75,730 59,466 45,696 (13,770) 56,41 

"ree 75,730 40,534 16,614 (23,920) 32,499 
( ee 61,230 23,414 5,340 (18,074) 14,425 
Bees csonavni 38,770 10,914 890 (10,024) 4,401 
eee 18,800 3,718 = (3,718) 683 
| ea 5,470 683 — (683) i 








$400,000 $400,000 
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Foreign Tax Havens 


By JULIAN O. PHELPS 
(Chicago Office) 


During the past several years, 
business publications have been 
carrying more and more informa- 
tion on tax havens and tax haven 
companies. As the term is ordinari- 
ly used, a tax haven is a country 
with no income tax or no tax on 
income from foreign sources or only 
a low income tax. A tax haven 
company is one that is domiciled in 
a tax haven. The much-publicized 
advantage of such companies is the 
opportunity to accumulate foreign 
profits free of United States income 
tax, thus increasing or perhaps even 
doubling the. capital available for 
foreign expansion. 

Interest in tax havens is the natu- 
ral result of the coming together 
of two factors—continued high in- 
come taxes in the United States and 
the continued interest of American 
businessmen in foreign expansion. 
As long as these conditions exist, 
the interest in tax havens and tax 
haven companies can be expected 
to be present. 

While this article will be confined 
generally to the tax aspects of these 
companies, that does not mean that 
taxes are the first consideration of 
their prospective owners. The own- 
ers will be more concerned, first, 
about the safety of their invest- 
ment, then about the possibility of 
earning profits and only then per- 


haps about the taxes to be paid on 
those profits. 

To show the tax problems in- 
volved in tax havens, a hypotheti- 
cal situation will be outlined after 
which each phase of the outline will 
be discussed in some detail. Meth- 
ods of evaluating the results ob- 
tainable through tax havens will be 
suggested, and factors to be con- 
sidered in selecting a country will 
be commented upon. 

Proposal: Assume that Manufac- 
turing Company, located in Chicago, 
has a considerable foreign business 
carried on through direct shipments 
to export customers and also through 
foreign branches and foreign sub- 
sidiaries. It proposes to set up a 
wholly owned foreign subsidiary 
which will be called International 
Company and which will be domi- 
ciled in Panama, a popular tax 
haven. Manufacturing Company 
proposes to transfer to International 
all its foreign business, including 
the branches and subsidiaries, but 
it would like to carry that business 
on in much the same way as at 
present. Preferably there would be 
no activity in Panama and no rec- 
ords there except perhaps some 
papers in the desk of a Panama 
attorney. It would like to sell to 
International at or near factory 
cost the merchandise ordered by the 
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direct-shipment foreign customers, 
which International would ship and 
for which International would col- 
lect. The cumulative profits from 
the various phases of the foreign 
business would be accumulated free 
of United States tax and used for 
further foreign expansion. In due 
course, depending on foreign and do- 
mestic requirements, profits would 
be brought home to Manufacturing 
Company as dividends. At some 
time in the distant future, it might 
be desirable to liquidate the entire 
foreign enterprise. 

What tax problems must be faced 
in working out this plan? 


RECOGNITION OF SEPARATE 
TAXABLE ENTITY: 


The most important and most 
difficult question is this: Will the 
Internal Revenue Service recognize 
International as a separate taxable 
entity, or will the Service insist that 
International’s income be treated as 
income of Manufacturing Company? 

Section 482 (the old Section 45): 
This section authorizes the Service 
to reallocate income and deductions 
among related corporations, domes- 
tic and forezgn, when necessary to 
prevent tax evasion. It is inter- 
esting to note that the report of 
the Senate Finance Committee on 
the Revenue Act of 1921, the first 
to contain this provision, com- 
mented that the provision was “‘nec- 
essary to prevent the arbitrary 
shifting of profits among related 
businesses, particularly in the case 





of subsidiary corporations organ- 
ized as foreign trade corporations.” 
An example of the application of 
section 482 appears in a 1952 case 
(Advance Machinery Exchange, Inc. 
v. Com’r; 196F. (2d) 1006). Three 
corporations owned by the same 
stockholders were selling the same 
kind of merchandise from the same 
office with the same employees to 
substantially the same customers. 
The Second Circuit approved the 
taxing of all the income to the 
original and largest corporation on 
the ground that the income in fact 
had been earned by that company. 
Returning to the proposed plan, 
it is clear that the income from the 
direct-shipment business will not be 
recognized as International’s income 
unless it is earned by International’s 
own activities. Therefore, Inter- 
national should have its own man- 
agement and its own sales force if 
it is to be recognized by the Service 
as a separate taxable entity. 
Section 269 (the old Section 129): 
This section states that, where one 
corporation acquires control of an- 
other corporation and the principal 
purpose of the acquisition is to 
avoid Federal income taxes by se- 
curing the benefit of a deduction, 
credit or other allowance which the 
acquiring corporation otherwise 
would not enjoy, then that benefit 
shall be denied. The application 


of section 269 in the present situ- 
ation might be that Manufacturing 
Company seeks the “‘allowance’” of 
an exclusion from its income of the 
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profits attributed to International. 
The regulations under section 129 
stated that it was applicable where 
branches were transferred to sepa- 
rate domestic subsidiaries to reduce 
excess profits taxes. Several years 
ago, the Service considered it worth- 
while to announce in a ruling that 
section 129 did not apply to the 
formation of Western Hemisphere 
trade corporations because Congress 
did not intend to take away the 
tax benefit previously granted to 
such corporations. 

Sham Corporations: In addition 
to sections 482 and 269, the Service 
may have another weapon against 
tax haven companies in the general 
principle relating to sham corpora- 
tions. Under this principle the 
courts have upheld the Service in 
the disregard of a corporation which 
is a sham or unreal. The question 
here is: Is a corporation a sham 
when it is carrying on a real busi- 
ness, but in an unnatural manner 
in order to avoid income tax? An 
example of unnatural manner would 
be the processing of customers’ or- 
ders in an office located in a tax 
haven when, apart from tax con- 
siderations, handling in a United 
States office would be preferred by 
all concerned. 

Government Policy: Until the in- 
come tax treatment of tax haven 
companies has been tested further, 
the minimum requirements neces- 
sary for assurance of their recogni- 
tion for tax purposes must remain 
a matter for speculation. However, 


if taxes can be avoided by this de- 
vice, a situation exists which Con- 
gress presumably can remedy if it 
wishes to do so. Its wishes in this 
respect will ordinarily be influenced 
by the administrative department 
of the United States Government. 
An examination of administrative 
and Congressional policy is there- 
fore an important part of any ap- 
praisal of the strength of the tax 
foundation underlying tax haven 
companies. 

A 1955 memorandum from the 
Treasury Department to Congress 
in connection with proposed relief 
legislation for foreign business in- 
dicated that the administration 
would approve tax relief of as much 
as 14 percentage points to “‘foreign 
business income.” Apart from in- 
come from technical services, ‘‘for- 
eign business income” was to be 
limited to cases where there was 
real involvement in the foreign 
economy. This involvement might 
be present, for example, where the 
enterprise owned a factory, mine, 
or public utility. The Treasury 
Department considered it neither 
wise nor desirable, from the stand- 
point of national policy, to give re- 
lief to export business carried on 
by wholesalers as distinguished from 
retailers. The statement was made 
that tax relief should not be on 
sale for the price of a small foreign 
tax or the payment of rental for a 
foreign office. 

Judging from comments in the 
committee reports on the 1954 
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Code, the administration’s views 
as expressed in the Treasury De- 
partment memorandum are sub- 
stantially in accord with those of 
Congress. The principal reason for 
the failure to give the proposed re- 
lief in the 1954 Code seemed to lie 
in a feeling that such a radical 
move, no matter how desirable, 
must be made with great caution. 
If the Internal Revenue Service 
needed a directive from higher au- 
thority to be critical of tax haven 
companies, the Treasury Depart- 
ment statement of policy should 
provide it. Recent reports on dis- 
cussions with highly-placed repre- 
sentatives of the Service indicate 
that no such directive is needed, 
that the Service is keenly aware of 
the situation and that it intends to 
proceed vigorously to protect the 
tax revenues. Since the annual in- 
come tax revenue from export 
business alone is estimated at $800,- 
000,000, it has ample incentive. 
Recognition of the Foreign Holding 
Company: In the example outlined 
earlier, it was assumed that Inter- 
national, in addition to carrying on 
an export business, would also be- 
come a holding company for existing 
foreign branches and foreign sub- 
sidiaries. Transfers of such units are 
subject to special rules, discussed 
later in this article, aimed at the 
taxation of unrealized appreciation 
in the assets transferred. It can be 
argued that the imposition of such 
taxes is a recognition of the right to 
use International as an intermediate 


company and therefore the reasons 
for disregarding the transfer of the 
export function have less force when 
applied to the holding company 
function. However, the taxes on 
transfers of appreciated property 
will often make the significance of 
this argument, assuming it to be 
successful, more academic than real. 

Tax Foundation —Weak or Strong: 
The conclusion can be reached that 
Manufacturing Company now has 
the option of building International 
on a tax foundation which may re- 
quire change in a few years, or it 
can be built on a more permanent 
foundation. It is quite conceivable 
that some businessmen will not 
object to the possibility of forced 
change, on the theory that they 
have little to lose and much to gain. 
Their circumstances may be such 
that there would be little disturb- 
ance of existing customer arrange- 
ments and only minor expense in 
making a change at some future 
time. 

On the other hand, a solid tax 
foundation can be essential where 
enduring long-range plans are to be 
based on International. That kind 
of a foundation will be present where 
International’s operations pass the 
following tests: 


(1) Its business is done in a natural, and 
not artificial, manner. 


(2) There are good business reasons for its 
existence. 


(3) The conduct of a wholesale export busi- 
ness is not its sole goal. 
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The business reasons which would 
justify a foreign charter for Inter- 
national will ordinarily have a geo- 
graphical basis. Panama, for ex- 
ample, may be centrally located 
with respect to the Latin-American 
countries where International ex- 
pects its business to be concentrated. 
A country may be selected because 
it offers suitable manufacturing 
sites. In these cases a headquarters 
located in the domicile country can 
be preferable, from a business stand- 
point, to a United States head- 
quarters. 

The selection of a certain country 
for a foreign headquarters may serve 
a business purpose because of ad- 
vantageous treaty arrangements 
with other countries. Such treaties 
might provide for preferential tariff 
or tax treatment, or for the release 
of foreign exchange. 

Mention has already been made 
of the policy of the United States 
Government to oppose tax benefits 
to wholesale export business, except 
where benefits have already been 
granted to Western Hemisphere 
trade corporations, etc. The pres- 
entation of this policy in connection 
with the 1954 Code naturally drew 
a loud outcry from the exporters and 
conceivably could be reversed in the 
future. Still it is clearly the present 
policy and the only safe assumption 
is that it will continue. Therefore, 
one of the requisites of a solid tax 
foundation for International is a 
plan which includes substantial 
business operations abroad. Such 


a plan might include the conduct 
of a purely export business at the 
beginning, first to test the market 
and later to supplement local pro- 
duction. By the time that repre- 
sentatives of the Service investigate 
International, its plans should be far 
enough developed to show that the 
requisite involvement in the foreign 
economy is either present already or 
is coming steadily closer. 

Foreign Base Company: The ful- 
fillment of a long-range plan for 
International will require a foreign 
headquarters which ordinarily will 
be located in the domicile country, 
say, Panama. The management of 
International presumably will be lo- 
cated there and its sales force will 
work from there. The headquarters 
will in effect serve Manufacturing 
Company as a foreign base of opera- 
tions. International will then be a 
“foreign base company” and Panama 
a “foreign base country.” 

These terms are coming into use 
as more descriptive than ‘“‘tax 
haven” of the function of companies 
like International. While tax avoid- 
ance may well be present, Inter- 
national will have broader purposes, 
the fulfillment of which could be 
substantially more important to 
International and to Manufacturing 
Company than the exclusion from 
taxable income of the profits on the 
foreign business. 

Conceivably, if the current pub- 
licity given to tax havens does noth- 
ing but draw the attention of execu- 
tives to these broader purposes and 
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benefits which otherwise might not 
come to their attention, that pub- 
licity may have made a quite 
worth-while contribution to Ameri- 
can business. 


ALLOCATION OF INCOME: 


It was assumed in the original 
proposal that International would 
purchase the merchandise for its 
foreign orders from Manufacturing 
Company approximately at factory 
cost. Section 482 again steps into 
the picture with its requirements for 
a reasonable allocation of income 
among related corporations. In the 
case of Western Hemisphere trade 
corporations, Revenue Agents have 
given critical scrutiny to the inter- 
company billing price. They can be 
counted on to be even more critical 
where the allocation concerns a for- 
eign corporation which would pay 
no United States tax at all. 

Various methods have been used 
for the allocation. Sometimes it is 
reasonable to so fix the intercompany 
price that each company will make 
approximately the same profit. Some- 
times the manufacturing company 
is given a small percentage on its 
factory cost as profit. To arrive at 
a reasonable solution, consideration 
should be given to the relative diffi- 
culty of the manufacturing and sell- 
ing operation and the relative value 
of the effort expended by each. The 
practice with respect to billings to 
existing subsidiaries often establishes 
a precedent, variations from which 
will require explanation. 


EXEMPTION FROM UNITED STATES 
TAX: 

The Internal Revenue Code states 
that a foreign corporation will be 
taxed like a domestic corporation if 
it is engaged in trade or business in 
the United States, but not on its 
income from foreign sources. Where 
merchandise is purchased in the 
United States and sold abroad, the 
place of sale is considered to be the 
source of income so there would be 
no United States tax. The taxability 
of International on its profit from 
the export business therefore re- 
solves itself into this: Where is the 
sale made? 

The Service stated in G.C.M. 
25131 (C.B. 1947-2, 85) that the 
place of sale is where title passes 
unless the passing of title is arranged 
in a particular manner for the pri- 
mary purpose of tax avoidance. 
Where there is such an arrangement, 
all factors of the transaction will be 
considered and the sale will be 
treated as having been consummated 
at the place where the substance of 
the sale occurred. 


In U. S. v. Balanovski (C.A.-2, 
August 14, 1956), the Second Circuit 
approved the passing-of-title test 
where it coincided with the “‘eco- 
nomic realities.”’ In that instance 
both tests placed the source of in- 
come in the United States. It seems 
reasonable to infer that if the eco- 
nomic realities had placed the source 
of income in the United States but 
title had been passed abroad, the 
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result would have been the same. If 
the economic realities had placed it 
abroad but title had been passed 
here, what would the answer have 
been? Logically, the income should 
then have a foreign source but it 
would seem wise to attempt to avoid 
disputes in such cases by arranging 
for title to be passed abroad. 


In connection with Western Hem- 
isphere trade corporations the Serv- 
ice has refused to rule that income 
has a foreign source if the transac- 
tions in which it is earned are not 
negotiated from a permanent foreign 
establishment. Since these corpora- 
tions are taxed at 38 per cent, it is 
to be expected that the Service will 
take at least as strong a position on 
foreign corporations which pay no 
United States income tax. 


Such considerations lead to the 
conclusion that a foreign situs for 
the management and sales force of 
International is essential to a strong 
tax foundation for that company. In 
addition, arrangements should be 
made so that title to merchandise 
shipped from the United States will 
pass abroad, except perhaps in cer- 
tain circumstances which will be 
discussed later. 


EXEMPTION FROM FOREIGN TAXES: 


Presumably the foreign base 
country selected does not impose a 
tax on income from the sale of mer- 
chandise not passing within its 
borders or, if it does impose an 
income tax, the rate will be nominal. 


Some countries have gone so far as 
to create “free zones,” the passage 
of merchandise through which either 
creates no income tax liability or 
results in income taxed at a low 
preferential rate. 


If International has a branch office 
in the country to which the mer- 
chandise is shipped, it seems likely 
that there will be income tax liability 
in that country. What will be the 
situation if International’s only rep- 
resentation consists of salesmen 
residing there or travelling through 
it? Will the passing of title in that 
country with respect to merchandise 
shipped from foreign sources lead to 
income tax there? If so, it may be 
possible to arrange for the passing 
of title, on shipments to that coun- 
try, at the headquarters in the 
foreign base country. 


The engaging of counsel with ex- 
perience in the base country is 
necessary to supply detailed infor- 
mation on laws and regulations 
there; perhaps even more important 
will be his guidance in dealing with 
a legal and administrative philoso- 
phy that does fit into our accustomed 
standards. Where there are sub- 
stantial questions relating to the 
country of destination, counsel with 
experience there will also be neces- 
sary. It should not come as a 
surprise if the best advice available 
is that the present policy of the 
government does not result in tax 
and there is no indication of a 
change in policy. 








>. Se A Me ee. oid 


(Dp 


iS 
it 


)- 


}- 
1e 


S- 


le 


w ih Oo 














Foreign Tax Havens 27 





TRANSFER OF FOREIGN BRANCHES 
AND SUBSIDIARIES: 


Ordinarily, property may be 
transferred tax-free to a domestic 
corporation in exchange for stock. 
Where the transfer is to a foreign 
corporation, section 367 states that 
the gain will be recognized unless 
the Service is satisfied in advance 
that the transfer is not pursuant to 
a plan having tax avoidance as one 
of the principal purposes. Section 
1491 states that where stock or se- 
curities are transferred under such a 
plan to a foreign corporation, as 
paid-in surplus or as a contribution 
to capital, an excise tax will be 
imposed at the rate of 271% per cent 
on the unrealized appreciation in 
the items transferred. 


Recent discussions with the Serv- 
ice indicate that its policy is to en- 
force these provisions vigorously. 
However, the Service will grant 
exemption to transfers of operating 
equipment, etc., where there is a 
real business purpose. Where capi- 
tal stocks of a subsidiary are being 
transferred, the Service sometimes 
will permit the transferor to pay 
only a tax computed on the hitherto 
undistributed income of the corpo- 
ration transferred, with allowance 
for the foreign tax credit applicable 
to that income. This can be ad- 
vantageous in that it may permit 
the tax-free transfer of property 
which has appreciated in value. 
Where there are two foreign corpo- 
rations participating in the same 


continuous operation, for example, 
manufacturing and selling compan- 
ies, and a surplus in one company 
is offset by a deficit in another, the 
deficit is sometimes allowed as an 
offset in applying sections 367 and 
1491. 


There would appear to be a loop- 
hole in that property, other than 
stocks and securities, may be trans- 
ferred as a contribution to capital 
or as paid-in surplus. However, if 
the transfer is to a wholly-owned 
subsidiary, the Service may insist 
that it is in effect a transfer for 
stock and, therefore, subject to 
section 367. 


Where there is a choice between 
paying the tax under section 367 or 
under section 1491, the former is 
distinctly preferable. In the first 
place, the capital gain tax at 25 
per cent is less than the 271% per 
cent excise tax. In addition, the 
full amount of gain taxed would be 
added to the basis of the subsidiary 
stock in the hands of the parent; 
under section 1491, at most, the 
amount of tax would be added to 
the basis. 


FOREIGN PERSONAL HOLDING 
COMPANY PROVISIONS: 


It has been assumed that the cu- 
mulative profits of International 
will be invested in foreign properties 
and perhaps in existing or additional 
foreign subsidiaries. International 
may also come to own existing sub- 
sidiaries of Manufacturing Com- 
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pany. As the result of this owner- 
ship International will receive divi- 
dends and perhaps other income 
from its subsidiaries in the form of 
royalties, interest, etc. 


At this point, and preferably long 
before, it will become necessary to 
give careful attention to the foreign 
personal holding company provi- 
sions. International will be a for- 
eign personal holding company if 
it passes two tests—one with respect 
to stock ownership, and the other 
concerned with income. The owner- 
ship test will be passed if more than 
50 per cent of its stock is owned 
directly or indirectly by or for not 
more than five individuals, taking 
into account for this purpose stock 
owned by members of the family 
of each individual and by partners 
of the individual. As a subsidiary 
corporation, the individual stock- 
holdings in the parent company 
would be looked to in this respect. 
The income test will be passed if at 
least 60 per cent (fifty per cent after 
the Company has once qualified) 
of its gross income consists of divi- 
dends, royalties, interest, capital 
gains on stocks and securities and 
certain other items. 


Where a company qualifies as a 
foreign personal holding company, 
its net income will be taxed cur- 
rently to its United States stock- 
holders. This would completely 
destroy the tax advantage ordinar- 
ily expected from a foreign base 
company. 


LIQUIDATION: 


A wholly-owned domestic sub- 
sidiary may be liquidated tax-free. 
Where the subsidary is a foreign 
corporation, section 367 comes into 
effect and requires taxation of the 
liquidation unless it is established 
in advance that liquidation is not 
pursuant to a plan having tax avoid- 
ance as one of its principal pur- 
poses. Again, it appears that the 
stockholder will be given a choice 
between paying (a) the capital gain 
tax or (b) a tax at ordinary rates 
on the accumulated earnings with 
allowance for the foreign tax credit. 
Where substantial foreign taxes 
have been paid or where there is 
substantial unrealized appreciation 
in the property of the foreign cor- 
poration, the latter course may be 
preferable. 


It is understood that the Service 
is not willing to make exceptions 
to these rules merely because Inter- 
national is threatened with expro- 
priation in its foreign base country 
or because some other unforeseen 
factor has developed which makes 
domicile there no longer desirable. 
The tax cost of changing from one 
base country to another is an added 
reason for care in the original 
selection. 


DIRECT OWNERSHIP VS. FOREIGN 
BASE COMPANY: 


Tax Comparison: In some situ- 
ations, from the tax standpoint 
alone, direct ownership of foreign 
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operations by Manufacturing Com- 
pany may be preferable to owner- 
ship by International. The decision 
as to which course to follow should 
be based on a forecast, as complete 
as is feasible, of the future develop- 
ment of International, the locations 
in which it may do business, the 
profits which may be earned, and 
the timing and the amount of 
dividends. 

The plans for International con- 
template that it will have interests 
in countries other than Panama. 
Information should be gathered on 
the tax rates in those countries, in- 
cluding any indications of future 
trends in rates. Where no tax or 
only a nominal tax is to be paid, 
International’s advantage of tax- 
free accumulation is most evident. 
Where the tax rates are higher than 
the United States rate so that our 
foreign tax credit does not give full 
recoupment, the averaging of in- 
come from such countries with in- 
come from low-tax countries through 
the foreign base company may re- 
sult in full credit for all foreign tax 
paid, and a reduction of United 
States tax on dividends received 
from the foreign base company. 

In countries where tax rates are 
approximately the same as those of 
the United States, the effect of the 
foreign tax credit is to eliminate 
United States tax on dividends re- 
ceived here. With respect to busi- 
ness in these countries, the foreign 
base company may offer no advan- 
tage over direct ownership. 





Where the foreign tax rate is in 
the range from 17 per cent to 35 
per cent, and the foreign operation 
is conducted through a foreign sub- 
sidiary, the operation of the foreign 
tax credit gives a combined foreign 
and federal rate of approximately 
46 per cent despite the United 
States rate of 52 per cent. In some 
cases an understanding of this fact 
might outweigh any advantage of- 
fered by the foreign base company. 

Tax Treaties: Acomparison should 
always be made of (a) tax treaties 
between the United States and 
countries where business will be 
done with (b) treaties between 
those countries and the foreign base 
country. The popular foreign base 
countries have relatively few trea- 
ties. On the other hand, the United 
States has treaties with the princi- 
pal commercial countries in Europe 
and additional treaties are in prep- 
aration with important countries in 
Latin America. These treaties often 
give preferential withholding tax 
rates on dividends; in Canada, for 
example, the 15 per cent with- 
holding tax is reduced to 5 per cent 
for dividends paid to a United 
States parent company. Treaties 
also frequently give favorable tax 
treatment to royalty payments to 
a foreign parent. A treaty may 
provide that a corporation resident 
in one of the participating countries 
will not be taxed in the other if it 
has no permanent establishment 
there. It is important to note that 
under some treaties mere domicile 
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in a country, as opposed to real 
activity there, may not entitle a 
corporation to the treaty benefits. 

Prospective Legislation: There is 
a substantial continuing interest in 
the legislation, tentatively included 
in the 1954 Code, to bring tax relief 
to income of American corporations 
from foreign sources. As previously 
mentioned, this proposal would 
have granted a 14-point tax differ- 
ential on income from foreign oper- 
ations, similar to that now enjoyed 
by Western Hemisphere trade cor- 
porations. It was also proposed 
that foreign branches be treated 
like foreign corporations and taxed 
only when the income was brought 
into the United States, with an 
allowance at that time for the for- 
eign tax credit: These benefits were 
not to be extended to export activi- 
ties although a foreign retail estab- 
lishment would have been eligible 
for relief. 

The continuing interest in these 
proposals and the apparent willing- 
ness of the Treasury Department 
to support them suggests that there 
is a fair prospect for their enact- 
ment. This possibility may influ- 
ence the foreign organization plans 
of some companies. 

Safety of Investment: A discussion 
of the hazards inherent generally in 
foreign investment is not within the 
scope of this article. However, 
attention should be called to the 
possibility that use of a foreign base 
company may introduce additional 
risks. 


Where operating subsidiaries in 
foreign countries are owned directly 
by the United States parent, the 
adoption of a policy of expropria- 
tion by any one country should 
affect only the subsidiary in that 
country. But if that country should 
happen to be a foreign base country, 
to what extent are properties of the 
foreign base company in other 
countries jeopardized? 

Again, assume that our United 
States parent company, Manufac- 
turing Company, holds directly the 
stock of a Colombian operating 
company. If Colombia should 
threaten the seizure of foreign- 
owned corporations, presumably our 
State Department would take some 
steps to protect the rights of a 
United States stockholder. Now, 
assume that the Colombia property 
was owned by International, our 
Panamanian base company. Would 
the United States be inclined to 
assist its citizens who had deliber- 
ately chosen the benefits offered by 
a Panamanian charter? Would it 
have any right to intervene? What 
assistance would be forthcoming 
from the Panamanian government? 


SELECTION OF THE FOREIGN BASE 
COUNTRY: 


General Factors: Some of the prin- 
cipal factors for consideration be- 
fore selection of a base country are: 


(1) The geographical convenience of the 
couniry to markets and manufacturing 
locations, within or without its own 

borders. 
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(2) The political and economic atmosphere 
of the country. This is a matter of judg- 
ment—decision should be made only 
after careful investigation of all perti- 
nent facts, including the apparent 
honesty and efficiency of its govern- 


ment. 


Corporation laws of the country. These 
should be investigated by legal counsel. 


(4) Foreign exchange controls. Some coun- 
tries control all exchange. Others do 
not restrict transfers of capital and 
dividends, or capital and dividends de- 


rived from other countries. 


(5) The existence and terms of treaties in 
effect with the United States and with 
other countries in which business may 
be done, including not only tax treaties 
but other treaties which may affect the 


carrying on of business. 


Taxes levied by the base country, other 
than income taxes. 


(7) Altiiude of the base country toward estab- 


lishment of base companies by United 
States corporations. From country to 
country, this may vary from a warm 
welcome to a neutral lack of interest or 
to real hostility. 


Extent of Income Tax Exemption: 
A few of the countries currently 
being suggested for consideration as 
foreign base companies have no in- 
come tax at all. In most cases, how- 
ever, the nomination is the result of 
some exclusion from an existing tax. 


Where there is a tax law, the 
exclusion from tax should be sub- 
jected to the following analysis: 


(1) Basis of exclusion: 


(a) Basic legal philosophy of the 
country? 


(b) Legislative or administrative 
action? 
(c) Treaty rights? 
(2) Extent of exclusion: 


(a) Applies to income from merchan- 
dise transactions? 
(i) Effect of movement of mer- 
chandise through country? 
(ii) Effect of management and 
other activities within coun- 
try? : 
(b) Applies to income from investment 
only? 

To cite an extreme example, 
where the exclusion is based on an 
administrative ruling which could 
be reversed overnight, that country 
may be a poor risk for base country 
purposes. 


Typical Foreign Base Countries: 
Of the many countries which theo- 
retically offer some advantage to 
foreign base companies from a tax 
standpoint, the few included in the 
list below seem to have aroused the 
most attention in recent years. It 
should be remembered that a close 
examination of current conditions 
may indicate trends affecting the 
relative desirability of the countries 
named and of others not named. 


Panama: Convenient to Latin America; 
welcomes foreign ownership. 


Venezuela: Flourishing economy; conven- 
ient to Latin America. 


Liberia: Welcomes foreign ownership; 
relatively inaccessible to markets. 


Liechtenstein: Used by holding com- 
panies; a very small country without room 
for new industry or immigrants. 
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Puerto Rico: A United States possession 
with its own tax laws; tax exemptions are 
designed to attract industry which will pro- 
vide maximum employment. 

Canada: Exemption granted to “foreign 
business corporations” whose management 
and properties are located outside Canada. 

Tangier: An international zone in North 
Africa opposite Gibraltar, the future of 
which is likely to be affected by the recent 
political upheaval in Morocco. 

Switzerland: May be suitable for holding 
companies; extremely complicated tax struc- 
ture. 


CONCLUSIONS: 

A foreign base company will be 
recognized for United States income 
tax purposes and its undistributed 
income will escape the United States 
income tax, if: 

(1) It is engaged in business outside the 


United States through its own per- 
sonnel, 


(2) There are real business purposes for its 
existence, which include a substantial 
involvement in the economy of one or 
more foreign countries. This involve- 
ment may be an eventual goal, rather 
than one which is} achieved imme- 
diately. 


CAEN 


A foreign subsidiary which does 
not meet these qualifications may 
still function successfully from the 
tax standpoint for a period of years. 
But it should be prepared for the 
retroactive application of tax defi- 
ciencies and it should have avail- 
able a course of action if continu- 
ation in its original form becomes 
undesirable. 


Careful investigation and plan- 
ning will be required to avoid the 
many pitfalls which a foreign base 
company may encounter, at the 
outset and throughout its life. In 
some cases investigation may indi- 
cate that direct ownership of foreign 
properties by the United States 
parent company is preferable to 
ownership through a foreign base 
company. 


In appropriate circumstances the 
tax advantages offered by the for- 
eign base company will facilitate 
foreign expansion and provide some 
offset against the risks commonly 
present in foreign operations. 
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Tax Traps 
in the Collapsible Corporation Provisions 


By CHARLES A. PEARSON 


Although the collapsible corpora- 
tion provisions were inspired by 
special situations in the building, 
construction, and movie industries, 
consideration of their possible appli- 
cation is also called for in a sub- 
stantial percentage of all cases in 
which corporations are sold or 
liquidated at what are intended to 
be capital gain rates. 

A failure to comprehend the po- 
tential reach of the provisions is 
readily understandable when we 
take a look at their legislative back- 
ground. Collapsible corporations 
first received statutory recognition 
in the Revenue Act of 1950. The 
need for special purpose legislation 
in a limited area was illustrated in 
committee reports by the case of a 
corporation formed or availed of to 
produce a single motion picture. 
Upon completion of the film, but 
prior to the realization by the cor- 
poration of any income therefrom, 
the corporation would be liquidated 
and its assets distributed to the 
shareholders. The corporation paid 
no tax because it had no income. 
The shareholders would pay a tax 
measured by the difference between 
the cost of their shares and the fair 
market value of the motion picture 
and any other assets distributed in 


liquidation. Thus, profits from the 
picture not only escaped tax entirely 
at the corporate level, but also were 
converted into capital gains in the 
hands of the shareholders. Similar 
high-level tax plans were accom- 
plishing the same results for real 
estate operators. 

With these specific situations in 
mind, Congress enacted Section 
117(m) of the 1939 Code, with the 
intent and for the purpose of deny- 
ing capital gains treatment to the 
sale or exchange of stock in a cor- 
poration ‘formed or availed of 
principally for the manufacture, 
construction, or production of prop- 
erty’’ with a view to the realization 
of gain by its shareholders prior to 
realization by the corporation of a 
substantial part of the taxable in- 
come to be derived from such 
property. 

About a year later, Congress was 
informed that inventory profits 
were being maneuvered into capital 
gains by the simple procedure of 
transferring appreciated commodi- 
ties to a new or dormant corpora- 
tion in exchange for its stock and 
then selling the stock to the prospec- 
tive purchaser of the commodity. 
The purchaser, of course, imme- 
diately liquidated the corporation 
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and obtained the commodity at its 
stepped-up basis. Thus, the accre- 
tion in value of the commodity, 
which in most of the actual cases 
was whiskey, was converted into 
gain from the sale of stock of a cor- 
poration and possibly taxable as 
long-term capital gain. Congress 
promptly extended the application 
of the collapsible corporation provi- 
sions to corporations formed or 
availed of principally for the 
“purchase” of property which is 
inventory or stock in trade in the 
hands of the corporation. Again, 
this amendment was aimed at a 
particular and planned tax avoid- 
ance maneuver. 

The definition of a collapsible cor- 
poration was carried forward and 
continued with certain additions in 
Section 341 of the 1954 Code. While 
there is nothing in the legislative 
record to indicate that Congress 
intended to give it greater stature 
and respectability than it is entitled 
to by heritage, the broad language 
of the collapsible corporation provi- 
sions may very well reach out to 
penalize taxpayers in circumstances 
and situations beyond the scope of 
any express legislative intent and 
purpose. The potential reach of the 
provisions has not been defined by 
judicial decision, and fears and 
rumors now prevalent may result in 
part from illusions created by se- 
mantic hypnosis. However, predic- 
tions as to the tax consequences of 
many corporate liquidations or sales 
of stock may prove to be dangerous 


speculations unless respectful atten- 
tion is paid to the collapsible cor- 
poration provisions. 

Inattention to collapsible corpo- 
ration attributes among companies 
of stability, stature, and maturity is 
first induced by the limitation, 
in the definition, to corporations 
“formed or availed of” with a view 
to the sale of stock by its share- 
holders. 

Since, in the illustrated cases 
which inspired the provisions, the 
plan or “view” would appear to 
have existed before the corporation 
was formed or acquired as an instru- 
ment to effectuate the plan, we just 
naturally associate ‘‘collapsible’’ 
with other adjectives denoting the 
instable and transitory. The regu- 
lations, however, state that the cor- 
poration shall, in the absence of 
compelling facts to the contrary, be 
considered to have been so formed 
or availed of with the requisite view 
if the sale of stock is attributable to 
circumstances present at the time 
of the manufacture, construction, 
production, or purchase transaction 
referred to in the definition. No 
immunity from the collapsible cor- 
poration provisions is granted a 
corporation by reason of its age and 
dignity. 

As a further suggestion that the 
collapsible corporation provisions 
were intended to apply only to a 
corporation formed or availed of as 
a convenient but temporary shelter 
for a special tax event, application 
of the provisions was limited to gain 
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realized within three years following 
the completion of the manufacture, 
construction, production, or pur- 
chase of property which might 
qualify the corporation as collapsible. 

The word production is used in 
conjunction with the words manu- 
facture and construction. Since 
Congress had the production of mo- 
tion pictures very much in mind 
when it phrased the definition of a 
collapsible corporation, and since 
neither manufacture nor construc- 
tion are accurately descriptive of 
the activities and operations of mo- 
tion picture studios, it could be 
argued that the word production 
means specifically the production of 
motion pictures. A more expansive 
interpretation of the word might 
reasonably include any process in 
the physical fabrication of tangible 
property. In either case, the period 
of three years would be measured in 
relation to a physical event. It is 
reported, however, that the Treasury 
takes the view that the word encom- 
passes the intangible. It is difficult 
to comprehend anything except acts 
of God as being without the scope 
of that definition. 

The mere holding of property for 
a period of time may add to its 
value. This is true in the case of 
whiskey. Since the aging process 
requires storage and care, it may be 
said that value was added by the 
efforts of the corporation. Progres- 
sively, therefore, an act of produc- 
tion occurs in each year in which the 
aging process adds value to the 


whiskey, and the three-year period 
of limitations under Section 341 
does not commence to run until the 
last act of production. 

In respect of the extractive indus- 
tries, the Treasury has taken the 
doubtful but definite position that 
discovery is an act of production. If 
this position is sound, then a pre- 
sumption of collapsible status must 
necessarily plague a multitude of 
corporations in the oil and gas 
industry. In the case of a starting 
corporation, the presumption of col- 
lapsible status would ordinarily 
arise upon completion of the first 
discovery well. With each addi- 
tional well which adds value to its 
economic interest, the corporation, 
in effect, perpetuates its Section 341 
characteristics. Not until a date 
three years after the last “discovery” 
would the corporation emerge from 
the shadow of collapsible status. 

The inequity of viewing a com- 
pany in these circumstances as a 
collapsible corporation is rather 
obvious. It traps the shareholders 
between the realization of ordinary 
income from the sale of their stock 
and the alternative of paying capital 
gains tax at both the corporate and 
shareholder levels, if they sell prop- 
erty. Without the collapsible stigma 
attached to the corporation, the 
property could be sold with the pay- 
ment of one capital gains tax, either 
under Section 333 or 337. Operation 
of the collapsible corporation pro- 
visions to convert a capital gain into 
ordinary income or to exact two 
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capital gain taxes where only one 
would normally be due seems to 
endow the Treasury with attributes 
of those taxpayers whose activities 
first inspired the provisions. 

Where a corporation engages in a 
continuous program of exploration 
and development, it could be ex- 
tremely difficult, if at all possible, to 
determine the point in time when 
it may cease to have Section 341 
characteristics. If the exploration 
and development work has been car- 
ried on by an individual, the 
Treasury’s theory of “‘production of 
property” could prevent him from 
incorporating and selling any part 
of his stock with assurance of capital 
gains treatment. 

In areas other than the extractive 
industries, the presumption of col- 
lapsible corporation status may arise 
under the Code provisions in respect 
of corporations long established and 
normal business enterprises in every 
respect. A sale of the controlling 
interest in a corporation proximate 
to the perfection of a patent, the 
development of a new process, the 
acquisition of a new source of raw 
materials, the procurement of a po- 
tentially profitable contract, may 
very well be susceptible of collap- 
sible corporation attributes. 

With the enactment of Section 
334(b) (2), acorporation may acquire 
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the properties of another corpora- 
tion by the purchase-of-stock route 
without sacrificing basis. The selling 
stockholders, in such a situation, 
generally relax in a comfortable 
capital gains position and consider 
the allocation of values to corporate 
assets the exclusive privilege and 
unavoidable duty of the buyer. If, 
however, the buyer can allocate the 
bulk of the purchase price to prop- 
erty manufactured, constructed, 
produced, or purchased by the cor- 
poration and for which the corpora- 
tion had not, at the time of sale, 
realized a substantial part of the 
taxable income to be derived from 
such property, the selling share- 
holders may have reason for keen in- 
terest in the collapsible corporation 
provisions. Safe passage through 
Section 341 lies somewhere between 
its narrow interpretation as a penal 
provision to be activated only by an 
overt act of tax avoidance, and the 
broad scope of its coverage meas- 
ured objectively by technical spe- 
cifications alone. Until such passage 
is more clearly marked, the collapsi- 
ble corporation provisions may 
properly be viewed as equally ap- 
plicable to the clever and to the 
guileless and, therefore, entitled to 
consideration in every situation 
within the broad scope of their 
technical specifications. 
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Fundamentals of Estate Planning 


By HERMAN STUETZER, JR. 


Estate planning is very much like 
tax work generally. It should be 
left to the experts. The final plan- 
ning of an estate and the solution of 
the many problems which can arise 
in connection with such planning is 
not something to be handled by 
amateurs. As a matter of fact the 
best possible approach is to use a 
team of experts, a tax accountant, 
a tax lawyer, a chartered life under- 
writer and an experienced trust 
officer. 


OBJECTIVES OF ESTATE PLANNING 


Estate planning has been defined 
as the process of arranging a per- 
son’s affairs so as to produce the 
most effective disposition of his 
capital and income. It is generally 
associated with death but actually 
it is a continuing process which 
should start from the moment an 
individual acquires any transfer- 
able property or the right to receive 
such property. 

Before proceeding to a discussion 
of the tools available to the estate 
planner, one should thoroughly un- 
derstand the objectives of estate 
planning in more detail than is dis- 
closed by the broad definition just 
stated. These objectives may be 
said to be four in number. 

Effectuation of Testator’s Wishes: 
The first objective is to determine 


and effectuate the desires of the 
individual or individuals concerned. 
That means that the capital or in- 
come should go to the desired bene- 
ficiaries in the proper amounts at 
the proper times. Only: the indi- 
vidual or family whose estate is 
being planned can determine these 
amounts and these times. But it is 
up to the estate planner to imple- 
ment effectively these desires, being 
governed in his implementation by 
the other three objectives listed 
below. 

Minimization of Tax Cost of Trans- 
mitting Estate: The second objective 
of proper estate planning is to mini- 
mize federal and state transmission 
taxes, in order that the desired 
beneficiaries may receive the maxi- 
mum amount of property and in- 
come. The phrase, “transmission 
taxes,” is intended to include fed- 
eral gift and estate taxes, as well as 
state inheritance, estate and gift 
taxes where they exist. The mini- 
mization of income taxes during 
either the life of a property owner 
or the lives of his beneficiaries is a 
proper but different phase of estate 
planning. The scope of this paper 
makes income taxes only an inci- 
dental consideration. 

The minimization of transmission 
taxes is probably the objective of 
estate planning of most concern to 
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accountants, but it should not be 
permitted to overshadow the more 
important first objective of causing 
the property to go to the desired 
beneficiaries in the right amounts at 
the appropriate times. Neither 
should an accountant’s keen inter- 
est in this second objective cause 
him to neglect the third and fourth 
objectives discussed below. 

The minimization of federal and 
state transmission taxes cannot be 
accomplished unless the nature and 
size of the estate being planned is 
known with some degree of accu- 
racy. This means that the estate 
planner must know what is in the 
estate and must have a reasonably 
good idea of the value of the estate’s 
assets. It is easy enough to count 
and tabulate pieces of real estate, 
securities and other assets but it is 
another problem to put a value on 
them. The problem of valuing a 
going business, or stock in a closely 
held corporation, is one in which 
the accountant can be very helpful. 
His knowledge of valuation tech- 
niques and valuation negotiations 
with the Internal Revenue Service 
are surpassed by none. 

Providing for Cash Sufficient to 
Pay Taxes and Other Costs of Trans- 
mitting Estate: The third objective 
of estate planning is to arrange that 
the estate will have the necessary 
liquidity to pay the transmission 
taxes which will be due. Some estates 
have this liquidity because they al- 
ready have adequate cash, market- 
able securities or other marketable 


assets. However, many estates 
frequently consist principally of real 
estate which cannot be sold quickly, 
or stock in a closely held family 
corporation which is not marketable 
or which should not be sold. It is 
in many of those instances that the 
chartered life underwriter becomes 
an indispensable member of the 
estate planning team. He can sug- 
gest appropriate life insurance which 
will provide the required funds at 
the proper time. In addition, he can 
be helpful in suggesting modes of 
settlement of insurance policies or 
annuities which fit into the over-all 
estate plan. 

Providing for CapableManagement 
of Estate Property After Transmis- 
sion: The fourth objective of estate 
planning is to provide for proper 
management of property either dur- 
ing the lifetime of the property 
owner or after his death. It is to 
assist in attaining this objective that 
an experienced trust officer should 
be made a member of the estate 
planning team. 


SOME USEFUL ESTATE PLANNING 
TOOLS 


What are the tools which are 
available to attain the objectives of 
estate planning, with particular em- 
phasis on the second objective, the 
minimization of federal and state 
transmission taxes? There are many 
of these tools and many variations 
of some of them. Each tool has a 
varying degree of effectiveness. This 
paper will limit itself to the principal 
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ones and will not attempt to discuss 
the many refinements. 


No Ready-Made Estate Plan: At 
the outset, it should be understood 
that the planning of each estate is 
different from every other one. In 
varying degrees the circumstances 
surrounding each individual or 
family differ. The essentially human 
nature of estate planning stemming 
from the importance of the first 
objective discussed above contrib- 
utes to these differences. The inter- 
play of all four objectives of estate 
planning and the varying circum- 
stances surrounding each situation 
make it extremely important to 
choose with care the particular tool 
or tools to use in any given estate. 
Finally, circumstances change as 
time passes and hence an estate plan 
which is good for an individual’s 
situation today may not be good 
five years from now. One of the 
circumstances most apt to change is 
the value of various assets. This 
changing of circumstances through 
the years calls for a periodic review 
of every estate plan. 


The Intervivos Gift as an Estate 
Planning Tool: Intervivos or lifetime 
gifts are a widely used tool of estate 
planning because property can be 
more economically transferred dur- 
ing life than at death. Federal gift 
tax rates are only 75% of estate tax 
rates. Furthermore, there is no gift 
or estate tax on the money used to 
pay the gift tax, but money used to 
pay estate tax is, itself, subject to 


estate tax, if it comes out of the 
gross estate. 

Lifetime gifts also produce a sec- 
ond important saving. The federal 
gift tax law provides certain exemp- 
tions from gift tax; these do not in 
any way affect the estate tax exemp- 
tion and if they are not used during 
life they are lost. Therefore, if all 
the other circumstances warrant, it 
seems wise to use them. Every tax- 
payer may give $3,000 per year to 
each of as many individuals as he 
wishes, free of gift tax. In the case 
of a married taxpayer this can be 
doubled to $6,000. This is referred 
to as the gift tax exclusion. It does 
not apply in the case of gifts of 
future interests. In addition to this 
exclusion every taxpayer has what 
is called a lifetime exemption of 
$30,000. This means that every 
taxpayer can give, over and above 
the annual exclusions, gifts aggre- 
gating $30,000 free of gift tax during 
his lifetime. In the case of a married 
taxpayer this can be doubled to 
$60,000. 

Lifetime gifts offer so many tax 
advantages that they should be 
made if at all possible. However, 
it is not possible for every taxpayer 
to avail himself of these advantages. 
Quite obviously some people will 
not have enough assets to start giv- 
ing them away during their life- 
time. Others may have assets which 
are of such a character that they do 
not wish to give them away. Voting 
stock in a family corporation is an 
example. Here a recapitalization 
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may be helpful. Nonvoting pre- 
ferred stock can be created which 
could be given away with the tax- 
payer retaining the voting common 
stock. 

In still other cases, lifetime gifts 
bring into play the fourth objective 
of estate planning: assurance of 
proper management of the gift 
property after the taxpayer re- 
linquishes control. The objects of 
an individual’s bounty may be indi- 
viduals he would not wish to handle 
property at the present time or even 
in the future. They may be minors, 
incompetents, or merely untrust- 
worthy individuals. Under those 
circumstances a trust officer should 
be consulted since a trust may solve 
the problem of coupling a present 
gift with capable management. In 
connection with trusts, the question 
of future interests should be con- 
sidered since, as stated above, a gift 
of a future interest is not qualified 
for the gift tax exclusion. 

The “Marital Deduction” as an 
Estate Planning Tool: The “marital 
deduction” is another extremely 
popular tool in estate planning. It 
is a factor in both lifetime gifts and 
testamentary transfers. The marital 
deduction is best understood by 
understanding its origin and back- 
ground. Some of the states of the 
United States, such as Louisiana 
and California, are of French or 
Spanish origin. Those states have 
retained the French-Spanish com- 
munity property concept. Under 
that concept, everything that a hus- 


band and wife own, has been accu- 
mulated by their joint efforts. 
Therefore, each has a present vested 
interest in one-half of everything. 
Thus, if a man accumulates 
$1,000,000 during his lifetime, half 
of it is already his wife’s before he 
dies. Hence his taxable estate is 
only five hundred thousand dollars. 
It is obvious that the residents of 
the community property states had 
a great tax advantage over the resi- 
dents of noncommunity property 
states. To give the same advantage 
to the latter, Congress amended the 
Internal Revenue Code in 1948. As 
to the gift tax, the amended Code 
provides that half of what an indi- 
vidual gives to his wife is not sub- 
ject to gift tax. Going one step 
further, it also says that, if a man’s 
wife joins him in making a gift to 
another, the exclusion and exemp- 
tion as to that gift are doubled even 
though the property may have 
originally been entirely the hus- 
band’s. As to the estate tax, the 
amended Code in effect provides 
that what a man leaves to his wife, 
up to half of the adjusted gross 
estate, is deductible in arriving at 
his net estate and hence is not sub- 
ject to estate tax. In order to 
qualify for this deduction, the prop- 
erty left to the wife must be left to 
her in such a way that it will be 
taxable in her estate at her death if 
she hasn’t already consumed it or 
disposed of it. Any such amount 
which is not subject to gift tax or 
estate tax because of these 1948 
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changes in the Internal Revenue 
Code is generally referred to as the 
“marital deduction.” 

The marital deduction can best 
be illustrated by examples. If an 
unmarried individual gives to his 
sister in one year $70,000 in cash, 
the taxable gift is $37,000. That is 
$70,000 less the $3,000 exclusion 
and the $30,000 lifetime exemption 
(assuming the exemption has not 
previously been used). On the other 
hand, if a married man gives to his 
wife $70,000 in one year he is tax- 
able only on $4,000. Because the 
gift is to his wife, the exclusion is 
doubled ($6,000 instead of $3,000) 
and the exemption is also doubled 
($60,000 instead of $30,000), mak- 
ing a total of $66,000 free of tax and 
leaving only $4,000 subject to tax. 
The same would be true if a married 
man gave $70,000 to his sister and 
his wife joined in the gift. Even 
though the property was entirely 
the husband’s, the exclusion and 
the exemption would be doubled, 
and only $4,000 would be subject 
to tax. 

The marital deduction has no 
effect on testamentary gifts to third 
parties. But if a man leaves 
$1,000,000 to his wife outright, only 
50% of that or five hundred thou- 
sand dollars is considered in arriv- 
ing at the taxable estate provided 
that the bequest is in such form 
that the property will be in the 
wife’s estate at her death, if she has 
not previously disposed of it. This 
means that if a man wishes to leave 


property to his wife in trust, his 
counsel must use extreme care in 
drawing the trust instrument. In 
such a case the wife must have the 
power to revoke the trust during her 
lifetime or the power to designate 
the individuals to whom the trust 
property will go at her death in 
order for the husband to obtain the 
marital deduction. 

The very human nature of estate 
planning affects the use of the mari- 
tal deduction. Obviously it is of no 
value to an unmarried individual. 
Even to a married individual, cir- 
cumstances can be such that it will 
be of no value. For instance, for 
one reason or another it may not be 
desirable for his spouse to have such 
control over the property after his 
death that it would be in her estate 
for estate tax purposes. The marital 
deduction is of equal value to hus- 
bands and wives. It is available to 
a wife with property as well as toa 
husband with property. 

The Family Trust as an Estate 
Planning Tool: Trusts constitute a 
handy and flexible tool frequently 
used in estate planning. As lifetime 
gifts, they are referred to as intervivos 
trusts. When created by will, they 
are referred to as testamentary 
trusts. They can be used in connec- 
tion with the marital deduction in 
order to assist an inexperienced wife 
in the management of the property 
which she inherits. When so used 
they must be used with care in order 
to make sure that the property in 
the trust is also taxable in the wife’s 
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estate. Charitable contributions are 
frequently made in trust. Thus 
property may be placed in either an 
intervivos or testamentary trust with 
the income payable to an individual 
for life and the remainder payable 
to a charity. The present value of 
the remainder interest at the date 
of the creation of the trust is a 
charitable gift deductible for income 
tax purposes within the statutory 
limitation if the trust was intervivos, 
or deductible without restriction for 
estate tax purposes if the trust was 
testamentary. 

One of the most frequent uses of 
trusts in estate planning is to cause 
property to pass from one genera- 
tion to the next without being sub- 
ject to an estate tax. Thus, for 
example, a taxpayer may accom- 
plish this purpose by setting up 
property in trust (either intervivos 
or testamentary) for the benefit of 
his son for life with the remainder 
interest payable to the son’s chil- 
dren. Under those circumstances 
the property in the trust is not sub- 
ject to estate tax in the estate of 
the son. 

Estate Planning Tools for Valuation 
and Transmission of Closely Held 
Business Interests: Estate planning 
can be extremely valuable where the 
assets of an individual consist pri- 
marily of stock in a closely held 
family corporation. This situation 
involves not only a valuation prob- 
lem but brings into play another 
estate planning tool, the buy and 
sell agreement. It also relates to 


estate planning’s third objective, 
providing funds for payment of the 
taxes. With their broad experience, 
accountants can be of particular 
assistance in the determination of 
stock values. But such a value is 
not static. It may fluctuate from 
year to year, or even more fre- 
quently. This condition not only 
calls for periodic review of both the 
value and the entire estate plan, but 
it also calls for efforts to stabilize the 
value. This can frequently be 
accomplished by a buy and sell 
agreement. 

The Buy and Sell Agreement: A 
buy and sell agreement covering the 
sale of stock of an individual at his 
death can be between the individual 
and other individuals such as mi- 
nority stockholders or principal 
employees, or between the individual 
and the corporation. Counsel must 
draft such buy and sell agreements 
with extreme care to make sure that 
the price or price formula established 
in the agreement is fair, that it binds 
the prospective purchasers as well 
as the prospective sellers, and, thus, 
actually will determine a fair value 
of the stock effective for estate tax 
purposes. 

Similar buy and sell agreements 
or termination agreements are also 
useful in establishing the value of 
partnership interests or interests in 
other unincorporated businesses. To 
avoid a heavy tax load on surviving 
partners, it is probably advisable to 
have a partnership agreement pro- 
vide that the deceased partner’s 
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estate will receive no capital pay- 
ment (other than a return of con- 
tributed capital) but will be 
permitted to continue as a partner 
on a limited basis for a specified 
period of time. The decedent’s estate 
for estate tax purposes will include 
an amount equal to the present 
value at death of the right to receive 
the partnership profits in accordance 
with the agreement, plus the amount 
of his contributed capital. In addi- 
tion, the receipt of such partnership 
profits will be subject to income tax 
to the estate or the beneficiaries, 
subject to a limited deduction for 
the estate tax paid. But under the 
1954 Internal Revenue Code the 
payment of such profits to the dece- 
dent’s estate or beneficiaries will be 
a deduction to the partnership in 
arriving at the net profit distribu- 
table and taxable to the surviving 
partners. 

In setting up such a buy and sell 
agreement whether for a closed cor- 
poration, or a partnership or other 
unincorporated business, there 
should not be overlooked the neces- 
sity for providing funds with which 
to make the purchase. In turn, the 
purchase will provide the funds with 
which the decedent’s estate can pay 
the estate tax. Funds are frequently 
provided by life insurance of an 
appropriate type as recommended 
by an experienced chartered life 
underwriter. 

Creation and Transmission of 
Nonvoting Stock: In the case of 
closely held family corporations a 


recapitalization is frequently desir- 
able in order to provide a nonvoting 
preferred stock which can be sold to 
outsiders to raise funds without 
losing control of the corporation. 
Sometimes it is desirable to create 
two classes of common stock; one 
voting and one nonvoting. The non- 
voting stock can be used as lifetime 
or testamentary gifts for members 
of the family to whom it is desired 
to give an equity in the corporation 
without control. Moreover, a life- 
time gift of such stock not in con- 
templation of death would relieve 
the estate of the value of the stock, 
thus reducing the potential estate 
tax liability and the amount of cash 
necessary for payment thereof. 
Some Estate Planning Tools May 
Be Two-Edged: These and many 
others are the tools which are avail- 
able and used from time to time to 
accomplish the four objectives of 
estate planning. However, in using 
these tools care should be exercised 
to avoid the pitfalls which beset the 
planner. These pitfalls can be found 
in the statutory provisions which in 
effect recite what is subject to estate 
tax. For instance, lifetime gifts 
made within three years of the death 
of the donor may well be included 
in his estate as transfers in contem- 
plation of death. However, such 
gifts still may afford some tax 
advantage because the gift tax which 
has been paid is available on a 
limited basis as a credit against the 
estate tax but is not included in the 
estate for purposes of the estate tax. 
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In creating trusts it should be kept 
in mind that a trust for the life of 
the donor with the remainder pay- 
able to somebody else is specifically 
taxable in full in the estate of the 
donor. The same is true of a trust 
over which the donor retains a power 
of revocation even though he is not a 
beneficiary. Although jointly owned 
property can pass without a will to 
the surviving joint tenant or tenant 
by the entirety, nevertheless it is 
includible in the estate of the de- 
ceased tenant for estate tax purposes 
to the extent that the deceased 
tenant contributed to the cost of the 
property. Property subject to a 
general power of appointment in 
favor of the deceased is includible in 
the decedent’s estate for estate tax 
purposes. Thus, if the decedent or 
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another had created a trust during 
his lifetime for the benefit of dece- 
dent’s sister for her life with the 
remainder payable to such person or 
persons as the deceased designated 
in his will, the entire corpus of the 
trust would be in the decedent’s 
estate for estate tax purposes. 


CONCLUSION 


With a weather eye on the traps 
and pitfalls set for him, the estate 
planner can be of invaluable assist- 
ance to his client by using the mul- 
titude of tools available to him and 
by keeping in mind the four objec- 
tives of estate planning. Primarily 
he should not overlook the fact that 
the plan for each estate depends 
upon the facts and circumstances 
peculiar to that estate. 
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Practical Problems of Tax-Exempt Organizations 


By PAUL D. YAGER 
(Washington Office) 


During recent years, many organ- 
izations, both governmental and 
private, have expressed great inter- 
est in the tremendous increase in 
the number of tax-exempt organiza- 
tions. Some express satisfaction and 
pleasure over this trend, believing 
that the charitable, educational, and 
literary functions which such organ- 
izations fulfill are beneficial to the 
Nation. Others, neither satisfied 
nor pleased, express concern over 
the trend, believing that too many 
of these organizations are not, in 
fact, fulfilling the promise which is 
indicated in the words “‘charitable, 
scientific, or literary.” Regardless 
of a tax practitioner’s personal feel- 
ings in this controversy, rare indeed 
is he who is not frequently con- 
fronted with a problem regarding 
either the formation or the opera- 
tion of such an exempt organization. 
It is to these practitioners, as well 
as to the executives who conduct 
the affairs of these nonprofit cor- 
porations, foundations, and trusts, 
that these comments are directed. 

First, a word about the nature of 
my comments. It is intended to 
emphasize the practical aspects of 
the tax problems involved in obtain- 
ing or keeping a tax-exempt status. 
In the term “practical aspects,” is 
envisaged those principles and meth- 
ods of operation which at an 


administrative level will either per- 
mit an organization to obtain an 
exemption ruling under section 501 
of the Internal Revenue Code of 
1954 or, having already received 
such a ruling, will permit it to re- 
main in the good graces of the 
Commissioner of Internal Revenue. 
To state the obvious, it is one thing 
to successfully litigate a tax prob- 
lem in a court; it is entirely different 
to plan transactions so as to receive 
a favorable ruling from an adminis- 
trative body which is faced with no 
statutory compulsion to grant rul- 
ings. There is no intent to question 
the attitude prevalent in the Service 
that it should not grant “insurance 
policies” in the form of rulings un- 
less it is relatively clear that the 
Code permits the tax effect which 
the taxpayer desires. 

One very good reason for empha- 
sizing these aspects of taxation as 
they relate to foundations is the 
keen interest which has been ex- 
pressed by various members of 
Congress in this area during recent 
years. The now famous investiga- 
tions and enthusiastic comments, 
both critical and commendable, 
which have been made by various 
senators and representatives should 
lead every practitioner to a keen 
awareness that this field of taxation 
is one which may see many changes 
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in the near future. What those 
changes will be probably no one can 
predict today, but a straw in the 
wind is perhaps the following state- 
ment which was made upon the 
floor of the Senate during the clos- 
ing days of the Second Session of 
the 84th Congress by Senator 
Stennis: 


I urge the Department of the Treasury, 
with the full cooperation of the Department 
of Justice, and other executive departments, 
to maintain a close and continuing scrutiny 
on the activities of all organizations present- 
ly tax-exempt under section 501 of the In- 
ternal Revenue Code, and to unhesitatingly 
revoke any exempt status when those activi- 
ties indicate a substantial deviation from 
the purposes and goals expressed in the cor- 
porate charter or other organic authority. 

Also, I call on the executive branch to 
exercise its best objective judgment, based 
on a full knowledge of the facts required by 
law, in restoring to the revenue of this coun- 
try any portion of funds which presently are 
tax-exempt because of inadequate investi- 
gation and inadequate evaluation of activi- 
ties of tax-exempt organizations, when 
compared with the purposes expressed in 
their charters or other organic authority. 


Although the foregoing comments 
were made specifically in connection 
with tax exempts which may have 
abused their rights in the field of 
subversion, it seems clear that 
Senator Stennis’ interest is not lim- 
ited solely to such foundations. 


RECIPIENTS OF GRANTS 


One particularly bothersome prob- 
lem in this area involves the nature 
of the recipients of the bounty of 
exempt organizations. Exempt or- 


ganizations, particularly those 
which are charitable in nature, con- 
stantly receive requests for grants 
from other charitable organizations. 
Many foundations, upon receiving 
such requests, have made a grant to 
the requesting organization with 
complete confidence in the propriety 
of the action, only to find later that 
the Service is suggesting that their 
tax exemption is in jeopardy be- 
cause the donee organization had 
not obtained an exemption under 
section 501(c)(3). It is becoming 
fairly common for charitable organ- 
izations to receive a letter from a 
District Director to the effect that, 
upon review of the foundation’s 
Form 990A, it has been noted that 
grants were made to organizations 
which had not received section 
501(c)(3) exemptions. The letter 
may continue with a request to pro- 
vide additional information regard- 
ing the purposes of the recipient, and 
conclude that the continued prac- 
tice of making gifts to such organi- 
zations may result in the foundation’s 
losing its own exemption. During 
recent weeks, the Service has also 
instituted the practice of including 
such a warning in any exemption 
letter which it issues to an organi- 
zation which it finds has made gifts 
to such organizations during the 
first year of its existence. 

Here, then, is the imposition of an 
administrative requirement which, 
in many cases, would not be upheld 
in litigation. There is no statutory 
requirement—indeed, there is none 
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even in the Service’s regulations— 
that a foundation must give its 
money to other 501(c)(3) organiza- 
tions. The familiar requirement of 
purity of purpose, i.e., charitable, 
scientific, literary, educational, or 
religious; the ‘‘must not inure to the 
benefit” rule, and the prohibition 
against propaganda or lobbying are 
the only statutory requirements ap- 
plying to the usual foundation. The 
gift which our foundation made is 
presumably completely proper un- 
der its charter or declaration of 
trust, which ordinarily provides 
only that its funds shall be expended 
for the charitable, educational, or 
similar purpose for which it was 
formed. If the recipient expended 
the grant which it received for the 
appropriate purpose, it is incon- 
ceivable that any court would hold 
that the foundation had lost its 
right to exemption, regardless of 
whether the recipient organization 
actually had an exemption ruling 
from the Service. In all fairness, 
it should be admitted that the 
Service probably would not contend 
that the donor-foundation here dis- 
cussed had lost its exemption, but 
it does feel that the only way it can 
exercise administrative control over 
the thousands of such organizations 
is by imposing this requirement. 
Service officials have seen serious 
abuses of the practice of donors 
making deductible contributions to 
exempt foundations which then 
make grants to suspect organiza- 
tions which probably could never 





themselves obtain exemptions. In 
spite of the fact that the Service’s 
threat to withdraw an exemption 
would not be upheld in litigation, 
one has only to scan the high sound- 
ing and puritanical titles of many 
organizations on the Attorney Gen- 
eral’s subversive list to feel at least 
a twinge of sympathy for this 
administrative practice. 

Before making grants to request- 
ing agencies, directors or trustees of 
a foundation would be well advised 
to obtain assurances, preferably a 
copy of the Service’s ruling, that the 
prospective donee has been ruled 
exempt. Much grief, in the form 
of protracted controversies, profes- 
sional fees, doubt as to status, and 
perhaps even the loss of exemption 
in the event the donor does not use 
the fund for a “pure” purpose, 
could be saved by such a practice. 
Many large foundations make this 
an inflexible rule to the extent that 
they have form letters for the pur- 
pose of obtaining the desired infor- 
mation. It is also good practice to 
accompany any grant to another 
organization by a letter specifying 
that it is to be used solely for chari- 
table, educational, scientific, etc., 
purposes. This procedure probably 
removes the danger that could arise 
if the recipient should utilize the 
funds for a proscribed purpose. 


INVESTMENTS 


Another area in which the Service 
is extremely interested at the pres- 
ent time relates to the manner in 
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which directors or trustees manage 
the assets of the exempt organiza- 
tion. The Service has seen too 
many cases where grantor-fiduci- 
aries view their organization as 
simply a tax-exempt pocketbook 
from which to conduct all sorts of 
speculative activities. ‘Blue chip” 
investments are sold almost imme- 
diately upon their receipt by the 
organization and the proceeds are 
reinvested in stocks or other assets 
into which the grantor would never 
have invested his own funds. Fidu- 
ciaries frequently retain stocks they 
have purchased on the basis of an 
“inside tip’ for only a few days or 
weeks and then convert them into 
another investment as to which 
they have equally reliable informa- 
tion. Service officials believe, and 
possibly with some justification, 
that the tax exemption which is 
granted to these eleemosynary or- 
ganizations carries with it respon- 
sibilities to the public, among which 
is a certain attitude toward invest- 
ments; call it conservatism, per- 
haps, which will protect those per- 
sons or purposes for whose benefit 
the exemption was granted. In 
examining Forms 1023 and 990A 
the Service does not concern itself 
with isolated cases of short-term 
investments since it recognizes the 
duty of fiduciaries to diversify port- 
folios and to use their best judg- 
ment in making investments. It 
recognizes that during times of ad- 
justment funds are frequently placed 
in assets which the fiduciaries may 


not intend to hold for any substan- 
tial period of time. It also recog- 
nizes that fiduciaries, like all invest- 
ors, may change their minds within 
comparatively short periods of time. 
Merely to state the problem is to 
emphasize its subjective nature and 
perhaps the only generalization 
which can be made is that fiduci- 
aries should keep in mind that 
“investment” is desirable for exempt 
organizations, ‘‘speculation” is not. 


BUSINESS ACTIVITIES 


A particularly interesting prob- 
lem involving the operation of 
exempt organizations relates to the 
extent to which such organizations 
may engage in business activities. 
The situation is, of course, that 
section 511 et seq. imposes a tax 
upon the unrelated business income 
of certain tax-exempt organizations. 
This is a clear indication that Con- 
gress recognized that many such 
organizations do and will continue 
to engage in business activities. The 
interesting aspect of the problem is 
that the Service frequently draws a 
line somewhere between the tax- 
exempt organization which engages 
in unrelated business and the organ- 
ization which is seeking tax exemp- 
tion but whose business activities 
are so important in relation to its 
whole picture that the Service does 
not believe that it is entitled to any 
exemption at all. Similarly, section 
503 provides that, under certain cir- 
cumstances, an exempt organization 
may lose its exempt status by reason 
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of having engaged in “prohibited 
transactions” with the donor or 
someone closely related to him. 
Here, again, the existence of section 
503 and the specifically described 
prohibited transactions would seem 
to be some indication by the legis- 
lature that it recognized that grant- 
ors and their foundations will en- 
gage in various transactions with 
each other. The Service, however, 
has taken the position that, even 
though the organization has not 
engaged in any of the prohibited 
transactions which are specifically 
described in section 503, its business 
dealings with the grantor may none- 
theless disqualify it entirely from 
exemption under section 501(c)(3). 
In such cases, the Service contends 
that the organization is either not 
formed or not operated exclusively 
for the required purposes, but in 
effect was organized or is being 
operated in large part for the benefit 
of the grantor. See, for example, 
section 1.503(a)-l(a) of the pro- 
posed regulation providing that: 


Even though an organization has not 
engaged in any of the prohibited transac- 
tions referred to in section 503(c), it still 
may not qualify for tax exemption in view 
of the general provisions of section 501(c) (3) 
and section 40l(a). Thus, if a trustee or 
other fiduciary of the organization (whether 
or not he is also a creator of such organiza- 
tion) enters into a transaction with the 
organization, such transaction will be closely 
scrutinized in the light of the fiduciary prin- 
ciple requiring undivided loyalty to ascer- 
tain whether the organization is in fact 
being operated for the stated exempt 


purposes. 


SECTION 306 STOCK 


Another area in which the Service 
has been closely scrutinizing foun- 
dations involves “‘section 306 stock,” 
a new term under the 1954 Code. 
This section is so recent little expe- 
rience with it has yet been gained. 
It provides generally that the sale 
or other taxable disposition of pre- 
ferred stock which was received in a 
nontaxable reorganization or as a 
stock dividend will result in ordi- 
nary income. Stock which is so 
“tainted” retains its usually unde- 
sirable nature in the hands of a 
donee of the original owner. If such 
donee is exempt from tax upon all 
of its income, as is a foundation, it 
has been suggested that avoidance 
could be successfully achieved by 
having a stockholder donate his 
“306 stock” to his foundation, 
claiming a charitable deduction for 
its fair market value. Thereafter, 
the foundation might sell the stock 
to a third party in whose hands it 
would not be “tainted” or the 
issuing corporation might redeem 
the stock directly from the 
foundation. 


In passing upon applications for 
exemption of new foundations, the 
Service now reviews closely the 
stocks which are held by the foun- 
dation. If it finds that any of such 
stock is ‘‘section 306 stock,” it ex- 
amines the transaction very closely 
for the purpose of determining 
whether there was or is any inten- 
tion of utilizing the afore-mentioned 
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scheme. If any substantial evidence 
of such an intention is found, it will 
probably be impossible to obtain an 
exemption for the foundation. To 
undertake such a transaction early 
in a foundation’s existence is ex- 
tremely dangerous, since the Service 
contends that the statutory require- 
ment that the foundation be 
“‘organized” exclusively for the pre- 
scribed purposes has been violated. 
The same problem could well arise 
where an old established foundation 
is used, since the statute uses the 
term “‘organized and operated” ex- 
clusively for the permitted purposes, 
although here again a transaction 
which might prevent the issuance of 
a favorable ruling might not be so 
flagrant as to warrant the with- 
drawal of an exemption already 
issued. Furthermore, the estab- 
lished foundation may be substan- 
tial enough that the transaction is 
relatively minor in relation to its 
entire operations, whereas it would 
be rare to find a foundation which, 
during its first year of operations, 
even before it knows whether it is 
exempt, could obtain sufficient assets 
so as to make such a transaction 
minor in relation to the whole. 


RELATIONSHIP BETWEEN GRANTOR 
AND FIDUCIARY 


Another example of the Service’s 
ever-increasing examination of prob- 
lems of foundations is typified by its 
recent concern over the relationship 
between the grantor and the fidu- 
ciary of the exempt organization. 


For some time the Service appar- 
ently gave serious consideration to 
adopting the position that, unless a 
majority of the trustees or directors 
of the exempt organization was com- 
pletely independent of the grantor, 
the foundation was not entitled to 
an exemption. It now appears, how- 
ever, that Service position in this 
respect has crystallized to the ex- 
tent that the mere existence of such 
a relationship will not per se pro- 
hibit the organization from being 
exempt. It is clear, however, that 
in any case where there is a close 
relationship, whether by reason of 
blood, marriage, or business associ- 
ation, between the grantor and the 
trustees or directors, the Service 
will be extra cautious in granting 
an exemption. Every transaction 
which is entered into by such an 
organization will be closely scruti- 
nized, and there are indications that 
the Forms 990A of a foundation in 
which such a close relationship ex- 
ists may receive closer and more 
frequent scrutiny than if such re- 
lationship did not exist. It is in- 
teresting to note in connection with 
this problem that the Service is 
willing to concede that a grantor’s 
attorney or accountant is an inde- 
pendent, perhaps even an adverse, 
party. 


SCHOLARSHIPS 


During recent months, the grant- 
ing of scholarships seems to have 
become a very popular purpose of 
tax-exempt organizations. The ap- 
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parent increase in activity of this 
sort is perhaps attributable to the 
many broad discussions and studies 
which have been conducted in recent 
years regarding the adequacy of 
higher education in the United 
States. However, regardless of the 
reason for the increase, it has become 
an increasingly common practice for 
a grantor, in most instances a cor- 
poration, to form a tax-exempt 
foundation, one of whose purposes 
is the granting of scholarships to 
deserving students who may or may 
not be required to be dependents of 
employees or former employees of 
the grantor. The Service has been 
greatly concerned over this tendency 
and for some time it seriously con- 
sidered adopting the position that 
the mere power to grant scholarships 
to dependents of employees or for- 
mer employees was enough to 
prohibit such a foundation’s obtain- 
ing an exempt status. After many 
conferences and much soul search- 
ing, however, the Service has con- 
ceded that the mere existence of 
such a power will not prohibit the 
granting of the exemption. The 
Service is now viewing this matter 
as purely a question of fact, and 
exemption applications which were 
held in suspense for many months 
are now being acted upon by the 
Service. 

To be completely fair to the Serv- 





ice, again it must be admitted that 
problems in this area run the entire 
gamut from black to white. Some 
foundations are authorized to grant 
scholarships only to children of em- 
ployees or former employees. The 
selection board may be the directors 
of the grantor corporation or it may 
be independent. Awards may be 
based on financial need or on the 
relative position in the corporation 
of the applicant’s father, the higher 
his position the better the appli- 
cant’s chances. A grantor’s founda- 
tion may grant scholarships to his 
neighbor’s children and, if such is 
not already the case, the next door 
neighbor’s foundation can probably 
be expected to make reciprocal 
grants. 

If the facts in the particular case 
justify it the Service will approve 
the granting of scholarships even 
though the class is limited solely to 
employees’ children. The Service 
desires that such plans operate fairly 
in all respects. It is advisable to 
have grants based on financial need 
and outstanding ability. Independ- 
ent selection boards and the use of 
college entrance board examinations 
will also assist in getting approval of 
scholarship plans. Extreme care 
should be taken that an unreason- 
able number of officers’ or stock- 
holders’ children do not receive the 
grants. 
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Renegotiation of Defense Contracts 


By WILLIAM T. BARNES 
(Washington Office) 


Statutory renegotiation of war 
and defense contracts has existed 
during most of the last fifteen years. 
Although the essential elements of 
renegotiation have continued vir- 
tually without change, the coverage 
of the Renegotiation Acts has varied 
extensively. 

The 84th Congress having recent- 
ly acted to extend the Renegotiation 
Act until December 31, 1958, it is 
deemed appropriate to discuss brief- 
ly the changes made by the Rene- 
gotiation Amendments Act of 1956 
and to consider two facets of rene- 
gotiation which are of prime im- 
portance in the equitable deter- 
mination of renegotiation refunds. 


CHANGES IN THE ACT 
The principal changes in the Act 
are: 
(1) A two-year extension to December 31, 
1958. 


(2) The limitation of coverage to contracts 
(and related subcontracts) with: 


(a) Department of Defense (including 
Air, Army, and Navy) 


(b) Maritime Administration 

(c) Federal Maritime Board 

(d) General Services Administration 
(e) Atomic Energy Commission, 


except where other departments are 
designated by the President during a 
National emergency. 


(3) Allowance of two-year loss carry-over 
deduction instead of the one-year carry- 
over presently permitted. 


Provision that statutory periods of 
limitation for commencement and com- 
pletion of renegotiation do not apply 
in case of fraud, malfeasance, or wilful 
misrepresentation of material fact. 


(4) 


(5) Postponement of filing date for one 
month, to first day of 5th month fol- 
lowing end of fiscal year. No filing is 
to be required if receipts or accruals 


are under the statutory floor. 


(6) 


Increase in the statutory floor from 
$500,000 to $1,000,000. 


Elimination of the exemption pre- 
viously granted to subcontracts un- 
der certain exempt prime contracts 
with governments and tax-exempt 
organizations. 

Substantial changes in the exemption 
provided for standard commercial 
articles. 


(7) 


(8) 


There were certain other amend- 
ments but these either have limited 
applicability or are solely of a legal 
or administrative nature. 

Of paramount interest among the 
amendments heretofore described is 
the one dealing with the standard 
commercial article exemption. 
There will no longer be any inquiry 
into the competitive conditions ex- 
isting in connection with standard 
commercial articles. Rather, it will 
be assumed that excessive profits do 
not exist with respect to such 
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articles and a substantial number 
of contractors will be permitted to 
apply the exemption without Board 
approval. This will be the case 
where a product sold commercially 
by a contractor to the extent of 35 
per cent or more in the year in ques- 
tion (or in that year and the pre- 
ceding year taken together) is: 


(a) Customarily maintained in stock by the 
contractor, or 


(b) Offered for sale in accordance with a 
price schedule regularly maintained by 
the contractor. 


In the case of an article which: 


Is of the same kind and manufactured 
of the same or substitute materials as 
one of contractor’s standard commercial 
articles; is sold at a price reasonably 
comparable with the price of such 
standard commercial article; and where 
the sales of the article combined with 
the sales of the standard commercial 
article were made by contractor at least 
35 per cent to commercial custorhers 
during the year under review; or 


(a) 


(b 


— 


Is one of the group of articles at least 
one of which is customarily maintained 
in stock by the contractor or is sold in 
accordance with a price schedule regu- 
larly maintained by the contractor; all 
of which are of the same kind and manu- 
factured of the same or substitute 
materials; all of which are sold at 
reasonably comparable prices; and 
which were sold by contractor to the 
extent of at least 35 per cent to com- 
mercial customers, 


an application for the exemption 
must be filed with the Board. If 
the article meets the conditions 
specified above it qualifies for ex- 
emption as a standard commercial 


article irrespective of the competi- 
tive conditions surrounding its sale. 
A contractor may waive the stand- 
ard commercial article exemption in 
respect of any or all products. All 
of the foregoing provisions are effec- 
tive for fiscal years ending after 
June 30, 1956, but these provisions 
will not apply to any amounts re- 
ceived or accrued during a national 
emergency proclaimed by the 
President. 

Also of considerable interest are 
the amendments which increase the 
statutory floor from $500,000 to 
$1 million and which increase the 
loss carry-over deduction from one 
to two years. The former change is 
estimated to eliminate about 23 per 
cent of the contractors whose rene- 
gotiable business would exceed the 
former floor of $500,000, although 
the effect on the refunds collected 
will be much less significant. The 
extension of the loss carry-over de- 
duction goes part way toward giving 
relief in situations where a contrac- 
tor realizes excessive profits in one 
fiscal year but had losses in rene- 
gotiable business in prior years. 

Although the Act, as amended, 
permits any contractor, or group of 
contractors under common control, 
to refrain from any filing if aggre- 
gate renegotiable sales are less than 
$1,000,000, it is suggested that the 
Board’s form, described as a State- 
ment of Non-Applicability, be filed. 
Such action will start the running 
of the 12 months’ period of limita- 
tion for commencement of renegoti- 
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ation, in the absence of fraud, 
malfeasance, or wilful misrepresen- 
tation of material fact. 


FACTORS DESERVING EMPHASIS 


There are two phases of renegoti- 
ation which deserve special atten- 
tion by contractors and their rep- 
resentatives. 


Efficiency Factor.—Section 103(e) 
of the Renegotiation Act of 1951, 
as amended and supplemented, pro- 
vides that, in determining excessive 
profits, favorable consideration must 
be given to: 


the efficiency of the contractor or subcon- 
tractor, with particular regard to attainment 
of quantity and quality production, reduc- 
tion of costs, and economy in the use of 
materials, facilities, and manpower. 


What constitutes “favorable con- 
sideration” within the meaning of 
the Act? Favorable consideration 
means that the profit per unit re- 
tained by efficient manufacturer “‘A’”’ 
after renegotiation should be greater, 
all other things being equal, than 
the profit per unit retained by less 
efficient manufacturer “B.” But 
favorable consideration does not 
necessarily mean that “‘A” should 
receive the same selling price per 
unit as “B,’”’ as some critics of re- 
negotiation have contended. Favor- 
able consideration of a contractor’s 
efficiency also means that he should 
receive tangible recognition profit- 
wise in a given year for his increased 
efficiency compared with preceding 
years. But this does not necessarily 


mean that his retained profit margin 
should be higher than, or even the 
same as, the margin allowed by the 
Renegotiation Board for a prior 
year if renegotiable sales have in- 
creased significantly. Finally, a 
contractor cannot expect to retain 
after renegotiation all of the profit 
increment which was produced by 
his increased efficiency. But he 
should and can expect to retain, 
after a proper presentation of his 
case, a share of such significance as 
to provide an incentive to continued 
cost control and to participation in 
production for defense. 


Are the necessary facts pertain- 
ing to a contractor’s efficiency ef- 
fectively presented to the Renego- 
tiation Board? Frequently they are 
not. 


The Board attempts, on its own 
initiative, to obtain information in 
respect of comparative costs and 





selling prices of the various sup- | 


pliers of a given product, as well as 
other pertinent data, but the size 
of the Board’s staff, the necessity 
for timely completion of its pro- 
gram and the obvious fact that a 
company’s own Officials, perforce, 
know more about its business than 
outsiders severely limit this inde- 
pendent fact finding. And, strange 
as it may seem, the problem is fur- 
ther aggravated by the reluctance 
of many contractors, and the out- 
right refusal of some, to furnish 
pertinent cost, price and perform- 
ance data in respect of the principal 
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products involved in their renego- 
tiation proceedings. 

Documenting Efficiency Factor.— 
What can be done by a contractor 
to assure appropriate recognition of 
his efficiency without assuming an 
onerous burden of proof? One 
method involves the establishment 
of a central renegotiation file for 
the preservation of information re- 
garding the day-to-day problems 
and decisions pertaining to defense 
business—the choice of production 
methods and tooling, the selection 
of suppliers, the election to purchase 
or to manufacture a given compo- 
nent, the adoption of cost-saving 
measures during production, etc. 
Into this central file should go also 
the detailed original cost estimates 
of the various defense contracts and 
the periodic cost studies made there- 
after, as well as any information 
which may be developed regarding 
competitors’ costs and selling prices. 
The file should receive details re- 
garding the effect of change orders 
on costs, particularly where there 
were no accompanying changes in 
the contract price. Such documents 
as these will provide evidence of 
the extent to which cost reductions 
resulted from contractor’s acumen 
and ingenuity rather than from un- 
realistic cost estimates in the first 
instance or from the windfall effect 
of increased volume. When sub- 
mitted during renegotiation pro- 
ceedings—together with a clear de- 


scription, evaluation, and recapitu- 
lation—they will establish a record 
from which, and a climate in which, 
a more equitable renegotiation set- 
tlement should follow. 


No Loss Carry-Backs.—The Com- 
mittee reports on H.R. 11947, which 
became the Renegotiation Amend- 
ments Act of 1956, contain the 
following language: , 


The present act provides a l-year carry- 
forward of losses on renegotiable contracts. 
* * * Complaints have been received that 
this l-year carry-forward provision is too 
limited. * * * Under present law, however, 
the only loss which can be taken into account 
in the profit year is the loss sustained in the 
year immediately preceding the profit year. 
A part of the remaining profits may be re- 
covered by the Government as excessive 
even though the contractor has not recouped 
the losses sustained in earlier years on rene- 
gotiable business. * * * It is recommended, 
therefore, that losses be allowed io be carried 
forward to the next 2 succeeding years. 
* * * Losses sustained on renegotiable busi- 
ness after the fiscal year under review may 
not be carried back to that year under the 
provisions of the act. * * * A provision for 
a carryback allowance of subsequent losses 
would produce uncertainty and administra- 
tive difficulties. (Italics supplied.) 


As loss carry-backs are not pro- 
vided for, it becomes particularly 
important that the accounting 
methods employed for purposes of 
renegotiation achieve an appropriate 
matching of income and expense for 
each fiscal period to avoid “‘bunch- 
ing” of income during any one 
period. It is suggested that develop- 
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ment and make-ready costs be 
amortized rather than charged off 
when incurred; that price adjust- 
ments effected under long-term price 
redetermination contracts be real- 
istically applied to performance fall- 
ing in the respective fiscal years; 
that inventory losses be established 
at the earliest possible moment; 
and that reserves for contingencies 
such as performance guarantees be 
set up for purposes of renegotiation. 

Whenever considerations, such as 
these, create the desire to follow 
accounting practices which differ 
from those followed for tax pur- 
poses, the Renegotiation Board 
should be requested to enter into a 
special accounting agreement. In 


the arguments to renegotiation per- 
sonnel, stress should be placed upon! 
the factors which produce a profits 
cycle over the life of a long-term 
contract—factors which require dif- 
ferent determinations of reasonable 
profits for different phases of th 

cycle. Emphasize also any unavoid- 
able distortions in the anticipated! 
flow of revenues and costs which 
have increased the profits in one 
fiscal period merely at the expens 

of those of another period—and 
finally, develop the risk factog 
fully by establishing, where it exists 

the similarity of product, contract 
terms, method of production, com 

petitive conditions, etc., betweer 
high profit and low profit years. 











